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OUR COVER 


That our cities are collecting more revenue and spending more 
than they collect is not a particularly newsworthy statement, because 
this announcement comes as no surprise to anyone. On our cover, 
we have illustrated the trends of revenue, expenditure and long-term 
debt of city governments, 1953-1957. All lines on the charts show an 
unwaivering upward trend. The total revenue of city governments during 
fiscal years that ended in 1957 amounted to $11,867 million, or 8.4 
per cent more than the amount received in 1956. 


In 1957, the cities spent $12,751 million. This was 13.2 per cent 
more than was spent in 1956. 


There are about 17,000 active municipalities in the United States, 
with over 96 million inhabitants or nearly two thirds of the entire popu- 
lation of continental United States. In these municipalities, education 
takes a larger share of city expenditure than any other function. Next is 
the city expenditure for streets and highways. The third-ranking munici- 
pal function is expenditure for sanitation. Then come spending for police 
activities, fire protection, health and hospitals, and public welfare. 


In addition to tax and other revenue sources, it was necessary for 
the cities to borrow $2,639 million in fiscal 1957. The fiscal year 1956 
had been the all-time-high year for municipal borrowing, but 1957 bor- 
rowings were 20 per cent greater than 1956 borrowings. At the end 
of fiscal year 1957, municipal indebtedness outstanding was a record 
$18,833 million. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 


The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L, Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


Breach-of-contract damages. Last year Congress made an im 
portant addition to the Code when it enacted Section 1305. This new 
section has to do with damages of $3,000 or more resulting from an 
award in a civil action for breach of contract or a breach of a fiduciary 
relationship. The section provides a tax break. A portion or all of the 
damage award may be spread back over prior taxable years during 
which the income should have been received. There has been little, 
if anything, written on this section, even by the Service—it has not 
issued regulations to date, and this makes Roger K. Patterson’s article, 
which begins at page 617, valuable and enlightening. It treats in detail 
a number of the problems facing a tax man if he is to utilize the 
provisions of this section. Income in the nature of damages for breach 
of contract is not likely to accrue to a great many taxpayers, but the 
income tax treatment of such an award is all-important to the taxpayer 
who has such income. 


The article is based upon some work the author did in an 
advanced income tax class at the University of Southern Califormia, 
Los Angeles. The author is now a member of the California bar and 
associated with the Los Angeles law firm of Vaughan, Brandlin & 
Baggot. 


The foreign corporation. Many years ago it was possible to trans 
fer assets of a United States corporation to a foreign corporation and 
then sell such assets outside the United States, thus avoiding income 
tax on any part of the transaction. The 1932 Revenue Act, how 
ever, prevented this and its provision is with us today. This was 
Section 112(i1) of the 1939 Code and is now known as 1954 Code 
Section 367. The article beginning at page 622 discusses the applica 
tion for rulings which it is necessary to make to be in compliance with 
this section of the law. The author, C. L. Whitehill, objects to the 
policy of nonpublication of most rulings under this section which, 
in the absence of regulations, could guide other taxpayers in the 
planning stage. This is a timely discussion of this section in light of 
United States foreign policy. Many experts feel that the section is in 
some respects in conflict with the present foreign policy of encouraging 
investments in underdeveloped countries. 
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The author gives an example of this in describing the Suez Canal 
situation. When the Suez Canal was closed, it was United States 
policy to break the blockade of the canal. The owners of surplus 


Liberty ships attempted to organize foreign corporations for the 
reactivation of the ships and their use in breaking the blockade. They 


made application for the necessary rulings required by Section 367 


and the Commissioner contemplated issuing favorable rulings, but it 
was discovered that a foreign registry of the ships could be had with- 
out foreign ownership. Therefore, the Commissioner concluded that 
the motivating factor was the avoidance of federal income taxes, a 


factor which would necessarily result in an unfavorable ruling. 


Mr. Whitehill is associated with the Houston law firm of Childress, 
Port & Crady. The author's article is based upon a paper he sub- 
mitted for his LL. M. at Harvard. 


Accounting methods. Accounting concepts and accounting termin- 
ology have been changed by the impact of the federal income tax 
law. This is the contention of the article which begins at page 629, 
which discusses accounting procedures for fixed assets. Much of the 
article deals with the records which should be kept—records that help 
management decide whether to trade or sell or discard various pieces 
of equipment and individual v. bulk classification of depreciable assets. 
Written out of the author’s experience as director and/or officer of 


several corporations, it contains many helpful hints 


In this day and age, new machinery and new models of old 
machinery constantly confront management, bringing up the problem 
of replacement in the interest of more production. The author recom- 
mends a plant ledger in the form of a card file, and he thinks that it 
should be one of the duties of the shop superintendent to keep abreast 
of new equipment coming on the market. When the superintendent 
learns of a new machine that will save time and do a much better 
job, it’s his responsibility to inform management. From the informa- 
tion contained on the cards, illustrated in the article, management 
can obtain facts upon which it can base its decision, 


Frederick C. Laird, of Elgin, Illinois, is a certified public ac- 
countant in the States of Illinois and Wisconsin, and he is also a 
member of the Illinois bar. 


How to be taxwise when selling stocks. Many investors hold 
stocks for the long pull, but the long-term capital gains tax bogy 
prevents them from taking advantage of anticipated temporary de- 
clines. The difficulty arises when the investor anticipates a temporary 
drop in the price of the stock held, but he is not confident that the 
decline will be such that the same number of shares can be repurchased 
with the net proceeds (after-tax) of the sale. The article at page 643 
sets out a formula which enables the investor to avoid hours of tedious, 


In This Issue 





complicated and difficult arithmetical computation to determine the 
price below which he may dispose of the shares and be better off than 
he would have been if he had retained the original shares. 


Monroe Adlman is tax attorney for the Columbia Broadcasting 
System, Inc., in New York City. He combined with his law a master 
of arts degree in mathematics from Columbia. 


Charitable giving. An attribute of the free enterprise system is its 
encouragement of individuals to inaugurate and sustain charities, uni- 
versities and foundations. Our tax laws recognize that these are 
individual problems and responsibilities and, as such, donors should 
be encouraged with the one thing the government has to give: tax 
exemption or credit against taxes. There are, of course, many ways 
of raising funds. One is by all-out door-to-door solicitation and an- 
other is through the proper and efficient use of bequests, trusts and 
such legal vehicles by those who can afford to do so. This requires 
a substantial knowledge of several branches of law. Robert L. Merritt, 
who contributed the article beginning at page 646, has long been 
interested in charitable giving, having taken part in several seminars 
devoted to this subject. His article discusses timing of the gift, the 
type of property to give, methods of giving and who should give. 

Mr. Merritt has been practicing law in Cleveland for some years 
and has recently become a member of the law firm of Gottfried, Gins- 
berg, Guren & Merritt. 


LIFO inventories. In this issue we have more material on LIFO 
because of the article we had on the subject in the last issue. Pro- 
fessor Barron stated forthrightly his opinion of the use and application 
of the LIFO method of valuing inventories. Some accountants and 
attorneys hold a quite different viewpoint, and we have urged them 
to express that viewpoint in order to express both sides of the con 
troversy. We have grouped three pieces on this subject, beginning 
at page 663. The first is by Maurice E. Peloubet of the New York 
City accounting firm of Pogson, Peloubet & Co., who presents his 
case from a historical viewpoint. This is followed by the view of 
H. T. McAnly, partner, Ernst & Ernst, Cleveland, who stresses the 
wide present-day usage of LIFO. The third piece is from Richard 
B. Barker of Ivins, Phillips & Barker, Washington, D. C., one of the 
attorneys who handled the Hutzler Brothers case, and he expresses 
his view of LIFO from the legal angle of Congressional intent. 


Washington. Congress is going home. Consequently, the legisla- 


tive pace in the last few weeks has been at a brisk trot. There were 


so many things to do and so little time in which to do them, Some- 
thing had to be done about the excise tax bill, the technical amend- 
ments bill, the small business bill, the pension and welfare plans 
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disclosure bill, the bill to regulate unions (Kennedy-Ives), the debt 
ceiling bill, the self-employed retirement bill and the social security bill. 


This is but a mere handful of some 13,500 bills introduced 
during this session. Most will die a-borning with adjournment. If 
their sponsors are around at the next session, they can, of course, 
introduce their bills again in the hope for better luck next time. Some 
of the bills mentioned above have been killed by inaction in the com 
mittees—-H. R. 10, for instance, the perennial tax deduction for retire 
ment pensions of individuals, and the Kennedy-Ives bill regulating 
labor unions. 


The small business tax bill had the luck or political backing to 
be tacked onto and become a part of the Mills bill. 


The main pieces of tax legislation which are now on the Presi 
dent’s desk for signature are the excise tax bill and the technical 
amendments bill. These are discussed in more detail in our “Wash 
ington Tax Talk” department, beginning at page 669. The bill to 
raise the debt ceiling is a must and will probably become law, although 
predictions as to this are dangerous. The social security bill is also 


awaiting the President’s signature. 


TAX-WISE NEWS 


- 
4 7c P 
l OLLOWING the recommendation of the 


Forand committee of excise taxes, the Internal Revenue Service 


began to maintain a public record of suits being filed for refund 
of excise taxes in the Court of Claims and in the district courts. 
Claims are concerned mostly with refunds of the transportation 
tax and the manufacturers’ excise tax, although there are some 
involving the highway use tax, the cabaret tax, the admissions 
tax, the retailers’ excise tax and the communications tax. These 
range in amounts from William Ranson’s $35 refund of trans- 
portation tax and Dan Boone's $100 in gambling tax to Chrysler 
Corporation's $5% million manufacturers’ excise tax refund and 
General Motors’ $4'4 million manufacturers’ excise tax refund. 
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The Ford Motor Company has a claim growing out of manu 
facturers’ excise taxes of about $500,000. The claim of the three 
motor companies is based on their automobile warranties. The 
Ford Motor Company case was decided last year in the United 
States Court of Claims (58-1 ustc ¥ 15,119). A petition for cer 
tiorari has been filed with the United States Supreme Court. 


This is the “warranty charge” situation. General Motors 
was the first to litigate the theory that a part of the purchase 
price was charged for fulfilling the manufacturer's warranty. The 
first case is known as the Frigidaire case where a refund was 
allowed based on amounts actually spent in fulfilling the manu 
facturer’s warranty. Later, the Court of Claims took a view of 
this warranty charge that was different from its previous allow 
ance theory. The new view held that the charge for the warranty 
was an “other” charge not subject to tax. This new holding 
means that standard warranty expense cannot become the basis 
for a refund. This is known as the General Motors case, 57-1 
ustc § 9332. 


Ford seeks to recover excise taxes on what it paid to dis 
charge its obligation under the 90-day warranty on its auto 
mobiles. It seeks to distinguish its case from the General Motors 
decision because it (Ford) reimburses the dealer, whereas in the 
General Motors case, it was the consumer who was reimbursed 
The Court of Claims refused to recognize that this distinction 
should make its decision any different from the decision it made 
in the General Motors case. “The expenditures were still made 
to give the purchaser what he had contracted to buy, and in 
accordance with the seller’s policy of which the purchaser had 
been informed before the sale. After the expenditures were made, 
the contractor got no more than he had paid for, to wit, a sound 
article; he certainly did not get back any part of the purchase 
price.” 


These refund claims have wide application and there is some 
$28 million in refunds riding on the Ford petition. 


Arr IRNEYS'’ FEES to be deductible as 


ordinary and necessary business expenses must have some con 


nection with the taxpayer’s trade or business. But legal fees and 
expenses incurred in the taxpayer's defense in a trial where he 
was tried and convicted of willful failure to file an income tax 
return are not deductible. The knowing omission of income by a 
taxpayer from his income tax returns is not an ordinary and 
necessary act in carrying on a business or in the earning of 
income from that business. So legal fees paid to prevent criminal 


September, 1958 © TAXES—The Tax Magazine 





prosecution for such knowing failure to report income are too 
remote from the carrying on of the business or the preservation 
of income-producing property to be deductible. 


In this same case the taxpayer deposited $25 at Christmas- 
le 


time in the savings account of each of the children of his em- 
ployees. This was allowed by the Tax Court as an ordinary and 
necessary expense. The petitioner felt that this type of Christmas 
gift would bolster the morale of his employees and increase the 
interest of employees in the business. This kind of a gift was 
proximately related to the taxpayer's business and, consequently, 
could be deducted. The fact that the deposits to the savings ac 
counts were voluntarily made does not bar the deduction.—Ceeil 
Rk. Hopkins, CCH Dee. 23,125, 30 TC —, No. 108. 


Ir THE COMMISSIONER determines that a 
certain gift is made in contemplation of death, a presumption 
against the taxpayer is raised. Of course, the law has a provision 
which says that gifts made within three years prior to death 
“shall unless shown to the contrary be deemed to have been made 
in contemplation of death.” Here a decedent 87 years old 
deplored the practice of some of her associates of keeping their 
wealth until they died. She believed in sharing what she had 
with her decendants while she was alive to see them enjoy it, and 
following this belief she made the questionable gifts to her 
children, grandchildren and daughter-in-law. The dominent 
motive for the gifts was associated with life, not death.—FEstate of 
Maggie Holding, CCH Dee. 23,118, 30 TC —, No. 104. 


A TAXPAYER’S EMPLOYER reimbursed 
him for meals and beverages on trips away from home, but the tax 
payer claimed that the reimbursement was insufficient to cover 
actual expenses. The Commissioner didn’t believe this, but the 
Tax Court did. The Tax Court noted: “There is nothing in the 
evidence to suggest that the beverages were other than might be 
consumed as a part of, or in conjunction with meals, and the 
petitioner testified that they were nonalcoholic.” —Floyd DeRieux, 
CCH Dee. 23,112(M), 17 TCM 736. 


A DIVORCED FATHER had been claim 
ing the dependency credit for two minor children who were living 
with his divorced wife and her second husband. The evidence 
showed that the sum of the fair rental value of the lodging fur- 
nished the two sons by the stepfather and an apportionment of 
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the household food bill and their clothing bill amounted to over 
$2,000, whereas the father had contributed less than $1,000. So 
he lost the dependency exemption.—-Orlando Rodman, CCH Dec. 


23,111(M), 17 TCM 736. 


Here IS A CASE involving the deduction 
of a loss arising from hurricane damage. The occupant of the 
property was a life tenant. When this case was before the Tax 
Court, it developed a formula for apportioning deduction between 
the life tenant and the remaindermen. 


The Second Circuit says: “. . . the scheme of apportion 
ment devised by the Tax Court is no more than a stab in the 
dark in an obvious attempt to minimize the hardship and absurdity 
of a ruling that Mrs. Bliss [the life tenant] is entitled to no 
deduction whatever.” The appellate court points out that under 
the terms of this particular will and on the facts of this particular 
case, there is no possibility that the remaindermen or the trustees 


could prove any loss whatever to them. 


“As a matter of practical common sense the entire burden 

of the destruction of the trees, shrubs, and hedges surrounding 
[this estate] as a private residence occupied by . . . [the 

life tenant] fell directly upon her. As the home, without replace- 
ment of the trees, shrubs and hedges, or some new landscaping 
was no longer suitable for occupancy as a residence, the entire 
loss was suffered by Mrs. Bliss.” The Second Circuit allows her 
to deduct the entire loss together with the expense of clearing 
away the debris.—Bliss v. Commissioner, 58-2 ustc " 9618 (CA-2). 


l /NDER NEW YORK LAW the beneficiaries 
of life insurance policies were not liable as transferees, according 
to the Tax Court. There was no finding that the insured was 
insolvent at any time prior to his death. The same holding was 
applied to United States savings bonds held in co-ownership 
that is, the surviving co-owner was not liable as a transferee. 
Estate of Harry Schneider, CCH Dec. 23,103, 30 TC —, No. 9%. 


Last MONTH in this department we briefly 
discussed a court decision relating to the taxability of strike bene 
fits as income (Kaiser v. U. S., 57-2 uste § 10,042, and 58-1 uste 
{| 9294) and a recent petition that has been filed in the Tax Court 


by another striker (Samuel C. Fasone, |r.) to seek a determina 
tion by that court on the same issue. (Continued on page 673) 
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Breach-of-Contract Damages 


By ROGER K. PATTERSON 


This is the title of Code Section 1305, which was enacted 

just last year and which provides an individual with relief from the bunching 

of income that may result from recovery of a civil award in damages 

for breach of contract or of fiduciary duty or relationship. However, 

its effective use has been hampered by the fact that there is 

no regulation, proposed regulation, tax case or tax article which directly discusses 


this section. 


This article treats the problems facing the practitioner 


in qualification under and utilization of the provisions of this section; 
comparisons and distinctions are drawn between Section 1305 
and Sections 1301 through 1304; and examples illustrate many of the points raised. 


TNTIL it is 


ceeds of a 


that the 
award, 


established 
civil 
taxable income, 
in the method of ¢ 


pro 
received or 
accrued, are no problem 
omputation of income tax 
But it has long been 
a judgment 
represents com- 
taxable 
amounts received by way 


necessarily can arise 
established that realization on 
is taxable if the award 


pensation for failure to receive 


Thus, 


of damages in 


income.’ 


loss of 


exchange for the 


joint-venture profits,” earnings under an 


employment contract,’ business profits* or 


9210, X-1 CB 129 (1931); Commis- 
{ 9359, 
(CA-3); Swastika Oil & Gas 
" 9727, 123 
cert. den., 317 U. S 
Production Corporation 
" 9424, 144 F. (2d) 


‘Gg. C. M 
sioner v. Goldberger’s Estate, 54-1 usr 
213 F. (2d) 78, 81 
Company v. Commissioner, 41-2 ust 
F. (2d) 382, 384 (CA-6), 
639 (1942): Raytheon 
v. Commissioner, 44-2 ust 
110 (CA-1), cert. den., 323 U. S. 779; Harry L 
Booker, CCH Dec. 22,284, 27 TC 932 (1957): 
Conrad J. Moss, ‘‘Taxation of Damages and Re- 
coveries,’’ 36 TAXES 273, 274 (April, 1958): Cut- 
ler, ‘“‘Taxation of the Proceeds of Litigation,” 
57 Columbia Law Review 470 (April, 1957). 

2 Commissioner v. Goldberger’s Estate, cited 
at footnote 1 


Breach-of-Contract Damages 


} 


income from a lease,’ all represent taxable 


income to the recipient 


In some instances, a may be 


income 


recovery 


in lieu of one or several types of 
or property, 
taxable income 


represents 


a portion of which represents 
and a portion of which 
nontaxable income or return of 
capital. The arises as to 
whether there allocation of 
the recovery two types of 
returns usual approach is 


question then 
should be an 
between the 


Certainly the 


that such an allocation must, of necessity, 


% George K. Gann, CCH Dec. 11,004, 41 BTA 
388 (1940). 

‘Herman J. Sternberg, 
BTA 1039 (1935): 


CCH Dec. 9032, 32 
Charles S. Davis, CCH Dec. 
9639. 35 BTA 1001 (1937): Mathey v. Commis- 
sioner, 49-2 ustc { 9428, 177 F. (2d) 259 (CA-1), 
cert. den., 339 U. S. 943, 70 S. Ct. 797; W. W. 
Sly Manufacturing Company, CCH Dec. 7167, 24 
BTA 65 (1931): Chalmers Cullins, CCH Dee 
21,039, 24 TC 322 (1955): W. Walley, Inc., CCH 
Dec. 16,290(M), 7 TCM 137 (1948). 

5 Hort v. Commissioner, 41-1 vust« 
U. S. 28, 61 S. Ct. 757 


" 9354, 313 





The author is a member of 

the California bar and an associate 
in the Los Angeles law firm 

of Vaughan, Brandlin & Baggot. 


be made if income is to be fairly stated. A 
reasonable allocation may be established by 
the terms of the judgment,® by the allega- 
tions in the pleadings,’ or by evidence of 
negotiations between the parties leading to 
a settlement.” To the extent that the dam- 
ages received are to be considered taxable, 
the question arises then as to what year’s 
income is to be affected by the receipt of 
the award. 


Taxable Year in Absence of Statute: 
Section 1305 in General 


Certainly in the absence of an applicable 
Statute, a person money or 
property as damages, in reimbursement for 
income which would have been earned in 
an earlier year, has income in the year re 


recovering 


ceived or accrued.’ 

“Under existing law, averaging of certain 
receipts, such as those from back pay and 
patent infringement is permitted. However, 
in the case of a breach of contract, or breach 
of fiduciary duty or relationship, the injured 
party may receive a judicial award for the 
loss of income which ordinarily would have 
been received over a period of years. Under 
present law, the taxpayer in this 
required to include the total award in gross 
income for the year in which the award was 


Case 1s 


This may, and frequently does, 
result in a substantially higher 
would be imposed if the taxpayer 
ceived the equivalent income spread over 
the period in which the breach of contract 
or duty occurred.” ” 


received. 
than 
had re 


tax 


Section 1305 is one of the sections which 
provides partial relief for a taxpayer who 
receives Or accrues in one year an amount 
of income which has been earned over a 
period of years." Section 1305 was enacted 
in 1957 and is applicable to taxable years 
ending after December 31, 1954, as to 


amounts received or accrued and as to 


awards made after such date.” 

Subsection (a) of the section provides: 

“If an amount representing damages is 
received or accrued by a taxpayer during 
a taxable year as a result of an award 
in a civil action for breach of contract or 
breach of a fiduciary duty or relationship, 
then the tax attributable to the inclusion 
in gross income for the taxable year ot 
that part of such amount which would have 
been received or accrued by the taxpayer 
in a prior taxable year or years but for the 
breach of contract, or breach of a fiduciary 
duty or relationship, shall not be greater 
than the aggregate of the increases in taxes 
which would have resulted had such part 
been included in gross income for such prior 
taxable vear or years.” 


Qualifying for Relief 
Under Section 1305 


As a first step in applying Section 1305, 
consider the following statement from the 
Senate committee report. 

“Where the amounts involved in a pat 
ticular breach of contract or breach of 
duty are covered by the particular 
terms of another section in part I of sub- 
chapter Q (secs. 1301 and following), the 
rule for such other section will apply since 
those sections are directed to more specific 


situations than the general language of this 
,13 


also 


section.’ 


the rule, estab 
damages received 


to compensate 


This 
lished by case law, that 
or accrued, which purport 
for failure to receive taxable income, are 
taxable to the recipient. ‘he report further 
recognizes the obvious fact that a breach 
of contract or violation of fiduciary duty or 
relationship may cover many areas of law, 
including compensation from an employ 
ment,” income from an invention or artistic 
work,” income from back pay and perhaps 
even compensatory damages for patent in 
(for example, where there is 
a breach of fiduciary duty). By the stat 
utory language of Section 1305, there is 
considerable overlapping with Sections 1301 


report recognizes 


fringement 





6 Specialty Engineering Company, CCH Dec. 
17,068, 12 TC 1173, 1178, acq., 1950-1 CB 5 (1949). 

™ Margery K. Megargel, CCH Dec. 13,729, 3 
TC 238, acq., 1944 CB 19. 

8 Jay C. Morse Trust, CCH Dec. 
6 TCM 855 (1947). 

* Parr v. Scofield, 50-1 ustc § 9178, 89 F. Supp 
98, aff'd, 50-2 ustc { 9520, 185 F. (2d) 535 (CA-5), 
cert. den., 340 U. S. 951 


15,927(M), 


618 


”S. Rept. 836 (August 7, 1957) (to accompany 
H. R. 232), 2 U. 8S. Code Congressional and Ad- 
ministrative News 1610. 

"1 Report cited at footnote 10; 
1.1301-1. 

”% Report cited at footnote 10 

“% Report cited at footnote 10. 

™ Bertha Kirkpatrick, CCH Dec. 14,293(M), 3 
TCM 1312; Cutler, article cited at footnote 1. 

% Murray T. Morgan, CCH Dec. 22,319(M), 16 
TCM 262. 


Regs. Sec 
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At the turn of the century, 

the number of nonfarm business firms 
in operation was estimated at 1 2 
million, or about 21 firms for each 
1,000 persons. The 1957 total 
figures out to 25 nonfarm business 
firms in operation for every 1,000 
persons in the population. 

— Institute of Life Insurance. 


through 1304. As noted, however, the re- 
port states that no overlapping is intended 
and that we are to be guided by the more 
specific rules of Sections 1301 through 1304. 

As invariably seems to be the case, the 
rule is state than it is to apply. 
The problem is this: Sections 1301 through 
1304 state two general types of requirements 
which must be met before spread-back is 
allowed, 


easier to 


First, the taxpayer’s income must 
under a definition of a type of 
income that is eligible for throwback. Second, 
and in addition, the 


quality 


taxpayer meet 
various additional types of tests or require- 
ments, which we 


must 


shall refer to as “technical 
Did the legislature, by the 
1305, intend to give 
relief to persons who receive damages, who 
under Section 1305, but 
who fail to qualify for relief under a “more 


specific” section because 


requirements.” 
enactment of Section 


otherwise qualify 


of a failure to meet 
requirements? To 


one of these technical 
state the problem in another way, does the 
mere that 


stitute compensation from an employment, 


fact the damages received con- 


income from an invention or artistic work, 
from 
damages fot 


income back pay or compensatory 


patent imitringement 


any operation of Section 1305? 


pre clude 

The answers 
The Com 

that 


clear 
expected to 
through 1304 were on the 
Section 1305; that by their 
terms certain types of income, which other- 


to these questions are m 
missioner can be 
1301 


be tore 


assert 
Sections 
books 
qualified for throwback 
this 
requirements ol 


Wise might have 


relic f, are denied relief for failure to 


meet the those sections; 


and that Congress in enacting Section 1305 
did not intend to change the taxable treat- 


ment of these otherwise excluded items 


© 1954 Sec. 1301(b): Sec 
1.1301-2(b) 


"LE. C. 


Code Regs 
Walsh, CCH Dec. 14.975(M) 
57: Ward v. Commissioner, 57-1 
F. (2d) 184 (CA-6); Hughes v 
"9993. 144 F. Supp. 855 (DC 
Kirkpatrick, cited at footnote 14 

'’ Thomas D. Geoghegan, CCH Dec 
2 TCM 122; Steckel v 


TCM 


Bertha 


13,215(M) 
Commissioner, 46-1 ust« 


Breach-of-Contract Damages 


He may cite as his authority the portion 
of the committee report which states: 

x the rule for such other section will 
apply sections are directed to 
more situations than the general 
language of this section [1305].” 


since those 


specific 


Even assuming for the moment that the 
position sustained, 
problems of defining the general scope of 
Sections 1301 through 1304 will be intensi- 
fied. For example, as to Section 1301 the 
familiar question may arise as to what con- 
“employment.” An _ employ- 


Commissioner’s can be 


stitutes an 
ment is: 

. all arrangement or series of arrange- 
ments for the performance of personal 
services by an individual or partnership to 
effect a particular result, regardless of the 
number of from which compensa- 
. [for such services] is obtained.” * 


sources 
tion 

Under this language, if the performance 
is not to “effect a particular result,” it 
simply is not an employment. If there is 
no employment, the provisions of Section 
1301 could not, under the Commis- 
sioner’s position as discussed, preclude the 
1305. If the taxpayer 
ods of allocation and throw- 
Section 1305 beneficial to his 
well adopt the argument 
that the 
employment since 
the arrangement was not designed to “effect 


even 


operation ot Section 
finds the met] 
back under 
position, he may 

often taken by the 


engagement was not an 


Commissioner: 


a particular result’ or that the payment 
than com- 
Similarly, 
income from an 
work,” income from 


and compensatory damages for 


received was something other 
. as 
pensation tora personal service. 
questions of definition of 


invention or artistic 


back pay ~ 


infringement ° 


well arise in 
tt Section 1305 is 


patent may 
determining whether or n 
to apply in any particular situation 

that 
areas covered 
1305 will exclu- 


availability of Section 


The preceding paragraph assumes 
definition of the 
1301 


control the 


} 
with 


the general 
by Sections throug] 
sively 
1305 respect to its 


This interpre 


sister sections. 
author’s opinion, 
under the statute and 
history As we have seen, 

Section 1305 is to relieve 
hardship from the bunching of income in 


tation, in the 


cannot be justified 
its legislative 


the purpose of 


the case of breach of contract or fiduciary 
£9213, 154 F. (2d) 4 (CA-6): Jack Rosenzweig, 
CCH Dec. 12,877, 1 TC 24: Dall v. Commissioner, 
56-1 ustc © 9168, 228 F. (2d) 526 (CA-2) 

% 1954 Code Sec. 1302(b) 

1954 Code Sec 1303(b): 

1.1303-1(b) 

' Regs. Sec 


Regs Sec 


1.1304-1(b) 





duty or relationship.” Section 1305, by its 
statutory language, makes no such sweeping 
exclusions of the area of its operation. 
Most important, the committee report spe- 
cifically states that Section 1305 is to be 
restricted in the situation where “the amounts” 
involved are not “covered by the particular 
terms of another * (Italics sup- 
plied.) It necessarily follows that the tax- 
payer should be accorded the privilege of 
utilizing Section 1305 if he can meet its 
requirements and if he can avoid the opera- 
tion of Sections 1301 through 1304 on any 
ground whatsoever. 


section.” 


To illustrate the preceding paragraph, 
suppose a taxpayer has income from what 
is conceded by all persons to be an “em- 
ployment.” The taxpayer should not be 
disqualified from the use of Section 1305 if 
either that the amount re- 
ceived was earned over a period of less than 
36 months * or that the gross compensation 
irom the employment received or accrued in 
the taxable year is less than 80 per cent of 
the total compensation from such employ- 
ment.” If a taxpayer has income from an 
invention or artistic work, he should not 
be disqualified from use of Section 1305 if 
he can show that the work covered a period 
of less than 24 months; that the amounts 
received in respect of the invention or 
artistic work includable in income 
for the taxable year were less than 80 per 
cent of the gross income in respect of such 
invention or artistic work in the taxable 
year plus the income therefrom in 
previous and the 12 months 
immediately close of the 
taxable year;™ or that the amount received 
constituted capital gain.” If a taxpayer 
has income from back he should not 
be disqualified from use of 1305 
if he that the amount received 
does not exceed 15 per cent of his 
income for the year of receipt.” 


he can show 


gross 


gTrOss 
taxable years 


succeeding the 


pay 
Section 
can show 


gross 


Thus far, we have considered one re- 
quirement which must be met in order that 
Section 1305 may be utilized: the require 
ment that 1301 through 1304 not 
apply. Perhaps even more important prob- 
lems are raised when the practitioner con- 
siders the provisions of Section 1305 itself. 


Sections 


“An amount.”—The word “amount” might 
well connote an amount of money to the 
layman; such an interpretation, if given 


22 Report cited at footnote 10. 
*% Report cited at footnote 10. 
41954 Code Sec. 1301(a) (2). 
* 1954 Code Sec. 1301(a) (3). 
26 1954 Code Sec. 1302(a) (2). 
7 1954 Code Sec. 1302(a) (3) 
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In taking a look at the American 

saver today, we find that he is very 
much the same person who buys most 
of the products of American business. 
—Senator William F. Knowland. 


effect, would preclude the operation of the 
throwback if property other than money 
were received. It seems clear however, in 
light of the Parr case, that what 
tended “amount of taxable 


Was In- 


was income. 


“Representing damages.”—lt is apparent 
that in his position under this 
taxpaye called upon 
to establish the source of his receipt as 
amounts re- 
ceived which represent reasonable attorneys’ 


asserting 
section, the will be 


being one of damages.” Do 
fees, interest and costs represent damages ? 
The answer appears to be in the affirmative 
Consider in this regard the fact that any 
interest may well be income “earned over 
a period of years and received or accrued 
in one taxable year,” just as the income 
more directly 
of contract or relationship. 

The following 
proposed 


associated with the breach 


statement, made in the 
regulations, considers the mean- 
ing of the term “compensatory damages” 
under Section 1304, a term closely related 
to “damages” under Section 1305. 


[the amount of taxable income] 
does not include that portion of the award 
which represents increased damages awarded 
by the court and above the amount 
found adequate to compensate for the in 
fringement, attorney's fees, interest or costs.” 
This 


seems to 


over 


exclusion of “increased damages” 


consider attorneys’ fees, interest 
or costs as being included within the opera 
tion of that section. The regulations under 
Section 1305 should be at 
siderate of the taxpayer as unde 
Section 1304, especially in light of the fact 
that Section 1305 contains no restrictive 
modifying adjective such as “compensatory.” 


uncollectible for 


least as con 


those 


Suppose a judgment is 
several years, and then in the taxable year 
the entire amount of the judgment with 
interest to collected Is interest 
on the judgment an amount “representing 
damages”? Let's leave that question un 
lack of authority on which 
to base an opinion. 


date is 


answered for 


28 1954 Code Sec. 1301(a). 

2% 1954 Code Sec. 1303(a). 

%*® Cited at footnote 9. 

51 1954 Code Sec. 1305(a). 

2 Regs. Sec. 1.1304-1(b) (1) (i). 
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“As a result of an award.”—One 
said, “There is no fundamental tax dis- 
tinction between a payment made by a 
defendant pursuant to a settlement agree- 
ment reached by the litigants prior to judg- 
ment and payment pursuant to judgment 
by the court.”“ In logic there is much 
truth in this statement; however, it does 
not state the law under Section 1305. This 
same terminology, “as the result of an 
award” appears in Section 1304, “Compen- 
satory Damages for Patent Infringement.” 
The following observation is made in the 
proposed regulations for Section 1304, and 
the rules there laid down would seem to 
be fully applicable to Section 1305, 


case 


“(i) An amount awarded pursuant to a 


consent decree or judgment may be con- 


sidered damages for purposes of this 
section. 

“(ii) An amount received or accrued pur- 
suant to a settlement of the action, after 
a decree or judgment awarding damages 
to the taxpayer has been entered, may be 
considered as damages even though 
such amount is not made a part of a con- 
sent decree In such case the taxpayer 
must which portion of the amount 
received or accrued represents compensatory 


show 


damages. 

“(iv) An amount received or accrued pur- 
suant to a settlement of the action where 
no judgment or consent judg- 
ment or decree, is entered will not consti- 
tute compensatory damages.” “ 


decree, or 


Distinguish from rules the 
visions of Section 
from back pay 
fining the term 


the following 


these pro- 
1303 relating to income 
There the statute, in de- 
“back pay,” provides that 
events, among others, are 
capable of giving rise to back pay. 


“(B) dispute as to the liability of the 


employer to pay such remuneration, which 
is determined t 


after the commencement ot 


court proceedings . . or 

“(D) any other event determined to be 
similar in nature regulations pre- 
scribed by the Secretary or his delegate.” 
held that commencement of 
action is not necessary, since a com- 


under 


It has been 


court 

% Magruder v. Segebade, 38-1 ustc %§ 9045, 94 
F. (2d) 177, 179 (CA-4) 

*% Regs. Sec. 1.1304-1(b) (1) (ii-iv) 

% Thompson v. Commissioner, 53-1 ustc § 9347, 
203 F. (2d) 820 (CA-4): Dingwall v. Commis- 
sioner, 54-1 ustc { 9325, 211 F. (2d) 921 (CA-2); 
Joseph P. Deery, CCH Dec. 20,613(M), 13 TCM 
969; cf. Estate of Stearns v. Commissioner, 51-1 
ustc § 9331, 189 F. (2d) 259 (CA-6) 

% Weiss v. Sheet Metal Fabricators, 206 Md. 
195, 110 Atl. (2d) 671. 


Breach-of-Contract Damages 


promise before commencement is “similar 
in nature to disputed remuneration deter- 
mined after commencement of court ac- 
on.” = Notwi ak , ieoied ik anal 
tion. Notwithstanding the rules of Section 
1303, under Section 1305 not only must 
court proceedings be commenced, but a 
decree or judgment must be rendered. 


“Civil action for breach of contract.”— 
Breach of contract has been defined as the 
failure, without legal excuse, to perform 
any promise forming the whole or part 
of a contract.” It follows that a civil action 
for breach of contract will be based on the 
failure to perform the contractual promise. 
In pleading his case, a careful pleader, who 
considers qualification under Section 1305 
significant in relation to other considera- 
tions, will state his cause of action “on the 
contract” rather than “in tort,” in quasi 
contract,” or in restitution;™® these latter 
remedies generally are not considered to 
be based on the failure to perform a con- 
tractual obligation and conceivably may not 
qualify for throwback treatment under Sec- 
tion 1305 


“Civil action for breach of fiduciary 
duty.”—Perhaps one of the shortest defini- 
tions of fiduciary relationship is “Confi- 
dence reposed and accepted.” ” Accordingly, 
a successful action for breach of fiduciary 
duty or relationship will establish that con- 
fidence had been reposed, accepted and vio- 
lated. The mere fact that a party may be 
held to be a “constructive trustee” by a 
court of equity probably is insufficient in 
itself for qualification under Section 1305 
this determination 
indicate that 
lation of fiduciary 
relationship.” 


Limitation of $3,000.—Lastly, the amount 
“representing damages” must be $3,000 or 
more.” An interesting situation arises here. 
Does “representing damages” refer to the 
whole award where only a portion of the 
award is taxable? Take a situation where 
the damages received amount to $3,050 but 
where the damages constituting taxable in- 
come (for example, loss of profits) consti- 
tute $2,500. A 


does not 
there has 
duty or 


since neces- 
a vio- 


confidential 


sarily been 


strict reading of the statute 
(Continued on page 686) 


* Busch v. International Rapid Transit Com- 
pany, 187 N. Y. 388, 80 N. E. 197 

3 St. John’s First Lutheran Church in Mil- 
bank wv. Storsteen, 84 N. W. (2d) 725 (S. D.). 

% Lauffer v. Vial, 153 Pa. Super. 342, 33 Atl. 
(2d) 777. 

*” Reynolds v 
N. E. (2d) 720. 

* Mazzera v. Wolf, 30 Cal 
(2d) 649 

#1954 Code Sec. 1305(c) 


Wangelin, 322 Ill. App. 13, 53 
(2d) 531, 183 Pac. 
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Foreign Corporate Exchanges 


By C. L. WHITEHILL 


There is a trend toward ever-increasing foreign investments 

by United States citizens and corporations. This article explains 

Section 367 and its relation to the problems that it causes 

such foreign investors. The author suggests that the Commissioner in his rulings 
not be guided solely by the tax effects of a transaction, 

but that he also take United States foreign policy into consideration. 


Na procedural aspect Section 367 differs 
materially from other sections of the 
Internal Revenue Code of 1954 in that if 
an application is submitted before consum 
mation of the described 
Commissioner must rule as to whether the 
foreign corporation will be considered a 
“corporation,” that is, whether the exchange 
will in general be taxable." Note that the 
burden on the applicant is to (1) secure an 
advance ruling as the Commissioner cannot 
rule after consummation of the exchange * 
and (2) persuade the Commissioner that the 
plan does not have 
purposes the avoidance of ‘Federal 
taxes.” Once the Commissioner 
that the foreign 


“exchanges,” the 


“as one of its principal 
income 
ruled 
corporation is to be re- 
garded as a “corporation” for the applica 
tion of the enumerated incorpo- 
rated into Section 367, then such other sec- 
tions determine the tax result of the ulti- 
mate transaction. For example, take the 
revenue ruling * where a domestic corpora- 


has 


sections 


tion transferred part of its assets to a newly 
formed foreign corporation in exchange for 
all the stock of the foreign corporation and 
then distributed this stock to its 
holders. Although the transaction was held 


share 


- 1 The Commissioner will often refuse to rule 
on a submitted question involving one of the 
other sections of the Code if a current issue is 
involved which, in his opinion, is best left to 
judicial determination 

2 Texas-Canadian Oil Corporation, Ltd., CCH 
Dec. 11,880, 44 BTA 913, 918 (1941). “In our 
opinion the Commissioner did not err in the 
view that he had no authority to make it [the 
ruling] upon application made after the re- 
organization.”’ 

3 Rev. Rul. 56-227, 1956-1 CB 183. 

‘The condition that was not satisfied was 
Sec. 355(b)(2)(B), which requires that the trade 
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not to be in avoidance of taxes as to Sec 
tion 367 (and so resulted in no gain to the 
domestic corporation under Section 351), 
as to the shareholders the transaction failed 
to satisfy the conditions of 
Therefore, the stock transfer resulted in a 
Section 301 distribution, taxable 
nary dividend to the extent provided in 
Section 316. It is understood that this is 
the correct procedure for characterization 
of any taxable gain, that is, whether the 
taxable gain is characterized as an ordinary 
dividend or a capital gain depends not upon 
an expansion of the Section 367 ruling but 
upon strict application of other sections of 
the Code. 


see 
355 


Section 


as an ordi 


It should be noted that Section 367 only 
applies to exchanges which have an inherent 
“gain.” As a result, if the transaction con 
templates both losses and gains, the Com 
missioner will rule only as to the portion 
involving gain. Therefore, if 
recognizable would 
tions of the Code. In the great number ot 
situations such a rule causes no difficulty 
as the exchange would not normally 
both a gain and a loss. However, in situa 
tions both are involved,® a 


loss 1s 


any 


depend on other sec- 


Cause 


where clumsy 
or business of the newly formed foreign corpo- 
ration be such as to have been actively con- 
ducted for a prior five-year period. Here there 
was ‘‘a new venture undertaken by a new 
corporation in a new territory and in a dif- 
ferent country.’’ See footnote 3 

* An incorrect view is stated in Proceedings 
of the University of Southern California 
Institute on Federal Taxation, pp. 336-337 

* For example, on an exchange of assets for 
stock, some assets may be exchanged at a gain, 
others at a loss. This dilemma might be avoided 
if the Commissioner interprets ‘‘gain'’ to mean 
a ‘‘net gain’’ on the exchange. 
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“Sec. 367. 


Foreign corporations. 


“In determining the extent to which gain shall be recognized in the case 
of any of the exchanges described in sections 332, 351, 354, 355, 356, or 
361, a foreign corporation shall not be considered as a corporation unless, 
before such exchange, it has been established to the satisfaction of the 
Secretary or his delegate that such exchange is not in pursuance of a plan 
having as one of its principal purposes the avoidance of Federal income 
taxes. For purposes of this section, any distribution described in section 355 
(or so much of section 356 as relates to section 355) shall be treated as an 
exchange whether or not it is an exchange. 


“Source: Sec. 112(i), 1939 Code, substantially unchanged." 


1 


result is forced upon the Commissioner and 
the applying corporation. The that 
Section 367 only applies to gains is histori 


reason 


cal and is discussed under the heading 
“Statutory Application.” 


Also to be noted is the meaning of “Fed 
eral The interpretation seems 
to be United 
th 


taxes.” 
this 


levy upon 


rate of 52 per 


income 
that 


states tax 


encompasses every 


income, such as 
ordinary 

he prior excess profits tax, tax ol 
excessive accumulat 
last 


as 


cent, capital gains 
rates, t 
ions of surplus, etc Phe 


sentence of Section 367 eliminates any 


question of whether there is an “exchange” 
when there is a Section 355 “spin-off” wit! 


out the sharel 
Che rule 


exchange 


iolders surrendering any stock 
to be that the of the 
will be the diminution in value 


} 
f the retained stock 


amount 


seetiis 


Factors that may determine whether there 


taxes are (i) 


avoided? (2) 


avoided? * Nex 


f whe ther ther 


vill be atl “ay nidat ce” 
What 
What 
essary 
will be an 

the effect t the toreign 


901 to 


taxes will be 


pre scl 
W 

taxes will 

dete 


avoidance t 


ruture 
to the rmination 
United States taxes 
tax credit 
905 of the 1954 Code) For 


ization {in 


(Sec 
trons 
] +} ' 
eXalliptle, if t ra 
, ‘ 

absence mtaxable provisions of th¢ 


Code) resul 


fede ral 


taxable income subject t 


taxes so subject to taxes of a 


foreign count t amount of the foreign 


tax credit is relevant hat is, if the federa 
tax 


PPLTITLILLS 


comparatively 

tax credtt, 
favorable 

Section 367 ruling in absence of other detet 


which is avoided is 


because of the foreign 


the Commissioner will issue a 


7It is understood that the prior rule of the 
Commissioner only concerned present taxes. For 
example, if in a merger one of the corporations 
had substantial earnings and profits which after 
the merger would result in payment of non- 
taxable dividends, the Commissioner would 
issue a favorable ruling under Sec. 367 if prior 
to the merger such earnings and profits were 
paid out in taxable dividends The fact that 
the merger would result in an avoidance of 


Foreign Corporate Exchanges 


mining factors. It is understoood that 
questions primarily unrelated to tax avoid- 
violations of antitrust 
sway the Commissioner's 


laws, 
ruling. 


such as 
not 


ance, 
will 


Statutory Application 


Section 367 made its first appearance it 
the revenue laws in 1932 as Section 112(K) 
It was drafted to prevent an existing pra¢ 


tice of transferring assets or securities to a 


foreign corporation for sale in a foreign 
avoid the United £ 
capital gains tax." This was accomplished in 
the following manner, with variations to be 
noted: First, A (which is a domestic 
corporation or American citizen) organized 


country, so as to ates 


later 


a foreign corporation in some country which 
did not impose a tax on the sale of capital 
assets (for example, Canada) 
to be sold 


The assets or 


securities were then transferred 


to this foreign co 


rporation in a nontaxable 
| 


reorganization an sold by 


The next step 
the foreign corporation to organize 


subsequently 
this corporation for cash 
Was for 
a United States domestic corporation, trans- 
fer the cash received in the sale of the assets 
for the stock of this corporation and then in 
a nontaxable re distribute. the 

American domestic corporation’s stock 
\. the original owner of the 
securities. As a result, A owned all ot 
the stock of a corporation whose sole asset 


organization 
new 
assets or 
then 
was the cash from the sale of the physical 
Being in complete con- 
corporation allowed A to treat 
substantially as a direct owner, 
usually through a loan or other similar device 


securities 
this 


assets or 
trol of 
the cash 


taxes as to future earnings was not a deter- 
mining issue But, as indicated, the Commis- 
sioner has expanded his definition of ‘‘avoid- 
ance’’ of taxes largely because of the current 
problem of the ‘international business corpo- 
ration’’ or ‘‘base company.’’ See the text pre- 
ceding footnote 32 

* Committee report on 
2 CB 515 (1939) 


Revenue Act of 1932, 
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The author is associated 
with the Houston law firm of 
Childress, Port & Crady. 


Variations of the above transaction had 
occurred in cases arising before Section 112(K) 
of the Revenue Act of 1932 became enacted. 
Undoubtedly these facts largely influenced 
the passage of the new section. 


In the Kaspare Cohn Company case,’ the 
Cohn Company was a domestic holding cor- 
poration which held a majority of stock in 
two California utility corporations. Receiv- 
ing a favorable offer of purchase for these 
utility stocks from New York bankers in 
1927, this corporation organized a new cor- 
poration in Canada and transferred to this 
new corporation the utility stocks for the 
stock of the Canadian corporation in a tax- 
free reorganization. Then the Canadian cor- 
poration sold (the exchange actually taking 
place in Montreal) the utility stocks to the 
New York purchasers for cash and bonds— 
and subsequently transferred the cash to the 
Cohn Company as a loan. The majority 
held that the Canadian corporation was a 
mere sales agent of the Cohn Company; 
therefore, its separate identity would be dis- 
regarded and the Cohn Company taxed on 
the transaction. A dissent objected to the 
result on the ground that the exchange took 
place in 1927—five years before Section 112(K) 
was enacted into the 1932 Revenue Act; 
therefore, the majority was engaging in ju 
dicial legislation. 

The Curran case” involved facts similar 
to those in Kaspare Cohn Company. Here 
the taxpayer was an individual who owned 
all the stock in a pharmaceutical company. 
In 1931, through a Section 112(b)(5)” re- 
organization, he transferred this stock to a 
Compania Rosita (a corporation chartered 
in Panama) for all the stock of the latter. 
Then the pharmaceutical stock was sold in 
Canada to Affiliated Products Company for 
$300,000 cash and stock of that company. 
The cash and stock so received were leit 
in Canada. The Board of Tax Appeals ™ 
held that Mr. Curran was not taxable on 
the sale because “Compania Rosita is a 
separate legal entity and cannot be disre- 


garded.” However, this holding was over- 


ruled in a summary opinion by the Second 
Circuit on the authority of Higgens v. Smith,” 
and so brings the case in line with the 
Kaspare Cohn Company decision. 


A much more involved factual situation 
was presented in the Hazleton Corporation ™ 
case. The transactions will be listed in nu- 
merical order of occurrence for clarity rea- 
sons. (1) In 1928 a Delaware corporation 
and a California corporation were engaged in 
related businesses. The stockholders of the 
California corporation desired to merge the 
two corporations into a single corporation 
organized under the laws of Nevada. The 
Delaware corporation had a large accumu- 
lation of earnings in the form of cash which 
was not needed for the operation of the 
proposed Nevada corporation. Therefore, 
(2) the Delaware corporation declared a 
dividend on May 17, 1928, of all earned 
surplus to stockholders of record as of June 
1, 1928. (3) On May 17, 1928, there was a 
tax-free transfer of working assets from 
the Delaware corporation to the (newly 
formed) Nevada corporation for all of this 
corporation’s stock. (4) A corporation was 
then organized under the laws of Panama 
(this corporation being the petitioner against 
which the tax was assessed) with its prin 
cipal place of business in Montreal, Canada 
(5) On May 26, 1928, there was a tax-free 
exchange by the stockholders of the Dela- 
ware corporation of their stock for the stock 
of the Panama corporation. (6) On June l, 
1928, the Panama corporation (as sole stock- 
holder of the Delaware corporation) re- 
ceived a liquidating dividend of $611,825.76 
(cash). (7) The Delaware corporation then 
dissolved on June 4, 1928, and transferred to 
the Panama corporation in liquidation the 
Nevada corporation’s stock. The Panama 
corporation surrendered in return the Dela- 
ware corporation’s stock which was can- 
celled. (8) On June 27, 1928, the Panama 
corporation sold (in Canada) its stock in 
the Nevada corporation to the California 
purchasers. 


The court held that the petitioner (the 
Panama corporation) realized no gain tax- 
able by the United States laws from the 
sale in Canada of the shares of stock in the 
Nevada corporation to parties in California 
It was further held that the petitioner had 
engaged in a tax-free Section 112(i)(1)" 








* Kaspare Cohn Company, Ltd., CCH Dec. 
9604, 35 BTA 646 (1937). 

%” Helvering v. Curran, 40-2 ustc § 9717, 114 F. 
(2d) 1018 (CA-2). 

11 Revenue Act of 1928. 

122 John P. Curran, CCH Dec. 9912-F, 6 BTA 
Memo 462 (1937). 
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% 40-1 ustc § 9160, 308 U. S. 473 (1939). This 
was a case holding, for tax purposes, a cor- 
poration to be the alter ego of an individual 
taxpayer. 

™ Hazleton Corporation, 
BTA 908 (1937). 

1 Revenue Act of 1928. 


CCH Dec. 9813, 36 
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For every sin, someone pays 

a penalty. For every dollar we 
receive without earning, 

someone else must earn a dollar 
without receiving it——Kenneth W. 
Sollitt, minister of the First 

Baptist Church of Midland, Michigan, 
in The Freeman for June, 1958. 


reorganization with the Delaware corpora- 
tion and that the distribution of the shares 
of stock of the Nevada corporation to the 
Panama corporation qualified under Section 
112(b)(3).% The reason given by the court 
for its holding was simply: 


“The petitioner is a foreign corporation 
Under the reorganization provisions of the 
Revenue Act of 1928, a foreign corporatior 
is not to be treated differently from a do 
mestic corporation.” (Page 921.) 


1 


The court also 


Cohn C 


distinguished the Kaspare 

case by finding that the 
(the petitioner) was 
of the Delaware cor- 
stockholders 
leaving the question open,” 
that the Delaware corporation 
its stockholders might be liable for 
the sale by the Panama 
Nevada corporation’s 
shares to the California buyers. The dissent 
found 


mpany 


corp 


not the mere 


Panama ration 
agency 
poration and its However, 
the court, by 
indicated 
and/or 
income taxes on 


corp. ration of the 


the complicated 
was concededly to avoid the 
United States by 
‘rporation or its stock 
holders on the profits of such sale.” (Pages 
926-927.) 


“The hole purpose of 
scheme 
payment of 


the Delaware c 


taxes in the 


Therefore, the deficiency in taxes assessed 
should have been sustained. 


Section 367 encompasses numerous trans- 
ictions involving a foreign corporation. First, 
it clearly applies to exchanges“ between 

Revenue Act of 1928 

" Neither the Delaware corporation nor its 
stockholders were joined in the suit The 
Commissioner had not determined deficiencies 
against them; otherwise they would be parties 
in interest 

%® Meaning those exchanges 
351, 354, 355, 356, and 361 

” For example, see Rev. Rul. 34-499, 1954-2 
CB 150. The Commissioner found in this case, 
involving a reorganization of a United States 
corporation and a 60 per cent-owned Canadian 
subsidiary corporation, one as not having one 
of its principal purposes the avoidance of fed- 
eral income taxes The reasons given for the 
need of a reorganization, which resulted in a 
spin-off of the Canadian corporation to the 


of Sections 332, 


Foreign Corporate Exchanges 


a domestic corporation and a foreign cor- 
poration.” Second, Section 367 applies to 
exchanges between a foreign resident ™ cor- 
poration and a foreign corporation. In the 
Texas-Canadian™ case, a Canadian corpora- 
tion exchanged its assets (including oil and 
gas leases in Texas) for all the stock of a 
Bahama corporation. The parties, not know- 
ing of Section 112(i) of the Revenue Act of 
1934 (1954 Code Section 367) did not prior 
to the exchange file for a ruling. The court 
held * that the exchange was a sale of prop- 
erty (the oil and gas leases in Texas) with- 
in the United States under Section 119(a)(5); 
therefore, a federal income tax was incurred 
by the Canadian corporation. It is interest- 
ing to note that 97 per cent of the stock 
was owned by Canadian residents. 

When two foreign corporations having 
United States stockholders engaged in an 
exchange enumerated in Section 367, this 
section such an exchange. 
Cherefore, if gain is not to be recognized, 
an advance ruling must be secured. As exam- 
ples there are the reorganizations of large 
German corporations by the Allied military 
after World War II. The opera- 
tions of the Stahlwerke Company,” the 
Farben Company ™ and the Kloeckner Werke 
\. G. Company * were split up by the Allies 
in an attempt to prevent industrial concen- 
tration in a few corporations in postwar 
Germany. Since it was obvious that the 
reorganizations were instigated by the Allied 
governments and not by the corporations or 


encompasses 


powers 


shareholders and, therefore, were not 
in avoidance of federal income taxes, the 
Commissioner issued “blanket” ™ rulings that 
under consideration would 
foreign corporations’ being 
considered a “corporation” for purposes of 
the enumerated sections of Section 367. Pre- 
sumably cash that was distributed because 
of liquidation of some of the assets would 
be taxed at rates of Section 356 of the Reve- 
nue Act of 1954. These cases are consistent 
with the Commissioner’s view that if the 


their 


the exchanges 
result in the 


shareholders of the 


United States corporation, 
were financial and managerial 
~ A foreign ‘‘resident’’ corporation is used as 


a term defining a corporation 
foreign country but having 
within the United States 

21 Cited at footnote 2 

22 See footnote 2 

*% Spec. Rul., November 10, 1953 

Spec. Rul., November 2, 1953. 

* Spec. Rul., January 19, 1954 

** Spec. Rul., cited at footnote 23 
ruling will apply to all certificate 
Stahlwerke who are subject to 
tax and will not be 
holders on whose 
quested.’ 


chartered in a 


operating assets 


“The . 

holders of 
Federal income 
limited to the certificate 
behalf the ruling is re- 
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facts presented evidence a situation where 
the shareholders subject to United States 
income taxes are not in control of the 
corporations (and are probably at most 
indifferent to the proposed reorganization) 
and the tax that would be imposed by an 
unfavorable ruling under Section 367 would 
fall only upon such shareholders, then the 
Commissioner will find the reorganization 
is one not in avoidance of federal taxes. 


However, when two domestic corpora- 
tions which are wholly owned subsidiaries 
of a foreign corporation plan a statutory 
merger or reorganization, such a transac- 
tion is not within the purview of Section 367. 
As stated by the Commissioner: * 


if all of the stock of both corpo- 
rations were owned by an individual (instead 
of a corporation) this would not prevent the 
transaction from being a _ reorganization 
under the terms of section 368 of the Code. 
It is therefore not necessary to establish 
prior to the merger that it is not in pur- 
suance of a plan having as one of is prin- 
cipal purposes the avoidance of Federal 
income tax within the meaning of section 
367 of the Code, inasmuch as the transac- 
tion has the same effect whether or not 
the foreign corporation is ‘considered as a 
corporation’.” 


There are several important problems in 
the current application of Section 367, the 
foremost being the “international business 
corporation,” sometimes, and more often, 
called “base company.”” This is essentially 
a subsidiary corporation of a United States 
company chartered in a foreign country, 
which acts as a holding company for other 
operating subsidiaries. 


It is the lawyer's business 

to master words; the risk that the law 
runs is that they may master him. 

If they do, and to the extent that 
they do, the law will fail to 

translate into action the ideals 

of the community. All aspects 

of the process of communication 

are vital to the lawyer and to the law. 
—Walter V. Schaefer, Justice 

of the Illinois Supreme Court. 


The United States company will usually 
be one whose stock is widely held, with the 
result that such a “base” corporation will 
not fall under the provisions of Sections 551 
to 557 of the 1954 Code relating to foreign 
personal holding companies.” The advan- 
tages of using a “base” corporation are 
numerous—with perhaps the two most im- 
tant being the ability to accumulate foreign 
profits tax free and the ability to transfer 
such profits between the operating subsidi 
aries without a United States income tax 

Since this type of base corporation will 
not normally fall under Sections 531 to 537 
of the 1954 Code—Corporations Improperly 
Accumulating Surplus “—the parent United 
States company will not pay a federal tax 
on such foreign income if such funds are 
eventually used for new foreign investments 
or other foreign financial operations rather 
than paid as dividends to the parent com 
pany. In a similar fashion, the base cor 
poration can be used to shift profits from 
one operating subsidiary to another without 
incurring a United States income tax on the 





7 Rev. Rul. 55-45, 1955-1 CB 34. 

7% An excellent work on this subject is Gib- 
bons, Tax Factors in Basing International Busi- 
ness Abroad (1957). 

” Work cited at footnote 28, at footnote 61, 
p. 28, states: ‘‘Section 552(a)(2), in outlining 
the stock ownership requirement for a foreign 
personal holding company, speaks of stock- 
holders as ‘individuals’. It is clear from the 
constructive ownership rules set forth in Section 
544 that the word ‘individuals’ does not include 
corporations, but refers to the ultimate indi- 
vidual owners in the corporate parent-subsidiary 
chain. That Congress did not intend the word 
to apply to United States parent corporations 
is also indicated by a report of the Ways and 
Means Committee of the House in 1937, when 
the provision was first enacted in its present 
form. H. R. Rept. No. 1546, 75th Cong., Ist 
Sess. 19 (1937).’" But see Rodney, Inc. v. Hoey 
[44-1 ustc § 9159], 53 F. Supp. 604, 607 (S. D. 
N. Y. 1944), where the court declared that 
“Congress intended to include domestic corpora- 
tions as ‘individuals’ in the provision under dis- 
cussion. In the Rodney case, however, one in- 
dividual owned all the stock in the United States 
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parent corporation which in 

owner of the foreign subsidiary.’’ Furthermore, 
if the United States company is one whose 
stock is not widely held, the base corporation 
may be organized to operate both as a base 
corporation and as an operating subsidiary so 
that over 40 per cent of its gross income is from 
an active trade or business (1954 Code Sec. 
552(a)(1)), and thereby would not be classified 
as a foreign personal holding company. 

*” Work cited at footnote 28, at footnote 71, 
p. 32, states: ‘‘Section 531 levies an accumu- 
lated earnings tax on ‘accumulated taxable 
income,’ which is defined in section 535 as 
‘taxable income’ minus allowable deductions 
Section 882(b) states that the ‘gross income’ 
of a foreign corporation ‘includes only the 
gross income from sources within the United 
States.’ Therefore, a foreign corporation is 
taxed on its ‘accumulated taxable income’ from 
sources within the United States only. See also 
U. S. Treas. Reg. 118, sec. 39.102-4(a) (1953), 
which reached the same conclusion under simi- 
lar provisions of the Internal Revenue Code of 
1939."" 


was sole 


turn 
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transfer.“ That is, if the subsidiary paid its 
earnings to the parent United States company 
via dividends, the parent would pay a 52 per 
cent income tax (less a foreign tax credit) 
on such earnings before it could transfer 
these funds to another operating subsidiary. 
The current issue is whether a United States 
parent company may under Section 367 en- 
gage in a tax-free organization so that its 
foreign subsidiaries will be held in a base 
corporation. The Commissioner’s view seems 
to be that such an exchange would be a 
type as having one of its principal purposes 
the avoidance of federal income taxes. This 
attitude may be substantiated on two grounds, 
the second being questionable (see discus- 
sion under the heading “Statutory Criticism”). 
First, the subsidiary may have at present a 
large accumulated surplus which, if paid to 
a base corporation rather than the parent, 
will escape United States income taxes. 
Second, the reorganization will obviously 
avoid future federal income taxes, even if 
the subsidiary has no present accumulated 
surplus.” It should be noted that Section 
1491 of the 1954 Code would effectively 
prevent the parent corporation from making 
would normally be a tax-free con- 
tribution in the form of the subsidiaries’ 
stock to the capital of the base corporation 


what 


Reorganization to take advantage of the 
Western Hemisphere Trade Corporations 
provisions (Sections 921 and 922) of the 
1954 Code have fared more favorably 
the Commissioner than transactions involv- 
It is 
for example, a foreign 
reorganized into a do- 
mestic corporation qualifying as a Western 
Hemisphere Corporation, such an 
exchange would receive a favorable ruling 
under Section 367." The differentiation of 
probable rulings on base and Western 
Hemisphere Trade Corporations may be 
justified by the fact that Congress has given 
express approval of the latter by enacting 
9?1 and 922 into the 1954 Code. 
\ similar enactment for base corporations, 
sarlow-Wender pro- 
receive 


with 


ing the creation of base corporations. 
that if, 
was to be 


understood 
subsidiary 


Trade 


Sections 
sometimes called the “ 
posal,” ™ has yet to 
sanction 


Congressional 


The recent trend of the Tax Court 

is away from the “purchase rule”’ in 
the case of personal-service 
partnerships. The theory is that 
inasmuch as there is only nominal 
capital investment and physical 
assets, the payments to the estate 
are payments of income and 

not capital.—Charles W. Tye. 


It seems the rule that at times the Com- 
missioner will disregard form to find sub- 
stance if the applicant so requests ina ruling 
under Section 367. This has occurred in 
establishment of foreign subsidiaries in coun- 
tries (such as Mexico)™ which do not allow 
an m toto exchange of assets for stock, that 
is, a certain percentage of cash must be ex- 
changed for stock upon creation of a corpo- 
ration, If the facts are such that the United 
States corporation wants to contribute sub- 
stantially only assets to the subsidiary,” the 
parent may go through a two-step transac- 
tion of first contributing cash to the sub- 
sidiary for its stock and then using this 
cash to “purchase” the assets it actually had 
intended to transfer. A similar situation may 
arise with an Italian subsidiary, for in that 
country the law requires a difficult and often 
unsatisfactory government valuation of as- 
sets to be exchanged for stock. Under such 
facts, the Commissioner (by ruling under 
Section 367) will the form and 
rule that such exchanges are to be tax free 
under Section 351 of the 1954 Code. 


disregard 


Another example of when the policy of a 
foreign government will influence the Com- 
missioner’s 367 ruling was present in a case 
showing the following facts. A United States 
parent company had a subsidiary operating 
and owning foreign 
Faced with a choice of selling its 
the subsidiary 
chose to sell. Then having no assets except 


several utilities in a 
country. 
utilities or expropriation, 
cash and no trade or business, the subsidi- 
liquidate into the parent. 
Since the liquidation was motivated by fac- 


ary desired to 





%* There are a substantial number of other 
problems in an operation of a base corporation 
such as ‘‘a disregard of the corporate entity,"’ 
“constructive dividends,’’ ‘‘collapsible corpora- 
tions,"’ ‘‘section 269,"" ete. See work cited at 
footnote 28; cf. Rev. Rul. 56-104, 1956-1 CB 178 

2 See footnote 8 

Cf. I. T. 3757, 1945 CB 200. 

*%See Barlow and Wender, 
ment and Taxation (1955) Essentially it is 
these authors’ proposal to have Congress enact 
legislation for the establishment of a domestic 
corporation (to be known as a “‘foreign business 


Foreign Invest- 


Foreign Corporate Exchanges 


corporation’’) which would function in the same 
manner as a ‘“‘base"’ corporation. As part of 
the proposal is a provision (or exception to 
Sec. 367) allowing a tax-free transfer of foreign 
operations to the ‘‘foreign business corporation.”’ 

% Wheless, Compendium of the Laws of Mex- 
ico (1938), Bk. XII, Ch. 5, Art. 879. 

* Often a parent will want to establish a 
foreign subsidiary with operating assets which, 
though in good functioning condition, are out- 
moded for use in production in the United 
States 
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Only about 1 out of 3 of our 
high-school graduates have taken 
chemistry, only 1 out of 4 physics, 
1 out of 3 algebra, and 1 out of 8 
trigonometry or solid geometry. 
At a time when it is so essential 

to make ourselves understood 
throughout the world, less than 15 
percent of our high-school students 
study any foreign language.—Senator 
H. Alexander Smith of New Jersey. 


tors beyond the control of the subsidiary, 
the Commissioner issued a favorable Section 
367 ruling as to the application of Section 
332 of the 1954 Code. 

As a finale to this section and as an in- 
troduction to “Statutory Criticism” is the 
unique condition that arose when the Suez 
Canal was closed and surplus Liberty ships, 
which had previously been almost worthless 
to their owners, became very valuable if 
they could be operated under certain foreign 
registries.” It was the United States policy 
at this time to encourage the use of these 
ships to break the blockade of the canal. At 
first it was thought that a foreign registry 
could not be achieved without ownership of 
such ships being in a corporation organized 
in the same country of registry. Therefore, 
applications for rulings under Section 367 
(as it would apply to 1954 Code Section 351) 
were submitted by the United States owners 
of Liberty ships who wanted to transfer 
these assets, which were now greatly appre- 
ciated in value, to a foreign corporation in 
exchange for its stock. Since it was the 
United States policy to encourage the use 
of such ships, the Commissioner at first 
contemplated issuing favorable Section 367 
rulings. However, it was then discovered 
that a foreign registry could be achieved 
absent foreign ownership; therefore, the only 
other motivating factor was avoidance of 
federal income taxes. It is understood that 
before any rulings were received, the issue 
became moot with the reopening of the 
canal. 


Statutory Criticism 


It is the author’s opinion that the statute 
as written has been admirably applied by 


the Commissioner. The only reservation | 
make to this statement is the present policy 


of nonpublication of most rulings under this 
section, which, in absence of regulations or 
a statutory change, are indispensable to a 
taxpayer who, in the planning stage, may 
not have the time (or funds) to submit an 
application. In a sound tax system, a tax 
payer should be able after a reasonabl 
amount of research to predict the ruling he 
would receive if he were to submit an 
application. No such guideposts are now 
furnished to him. 


The adverse criticism that should be di 
rected at the statute is in its construction or 
wording, Many experts feel that the statute 
in some respects is in conflict with the pres- 
ent United States policy of encouraging in- 
vestments in foreign underdeveloped countries 
The base corporation, by its very function, 
is an outgrowth of such foreign investments, 
yet the Commissioner under Section 367 
seems to have no alternative to take any 
position other than adverse to the formation 
of such corporations because indisputably 
such corporations do avoid federal taxes. 


The Suez Canal episode was given as an 
other example of where Section 367 might 
be at odds with a United States foreign 
policy. This perplexity of statute and policy 
is due to the fact that Congress has not 
defined “tax avoidance.” It must be stressed 
at this point that “avoidance” does not mean 
“evasion,” * and it is understood that this 
is the Commissioner's interpretation. But 
as shown in the “Statutory Interpretation” 
section of this article, the statute was de- 
signed to prevent what might more properly 
be termed a “tax evasion.” Note also that 
Section 367 is to be applied if only one ot 
the principal purposes of the exchange is 
tax avoidance. In this age of a substantial 
tax impact on almost every exchange, the 
statute becomes applicable in situations un 
intended by the Congress which enacted the 
original section and, it seems safe to say, 
becomes applicable in situations unintended 
by the present Congress if such were called 
to their attention. Therefore, an elaboration 
of the statute as to its purpose and scope is 
now of increasing importance for the above 
reasons as well as the reason to follow. 


This is that the present economy has so 
changed over the past few years that some 
times a tax-free reorganization is a burden 
rather than a benefit to a taxpayer.” If such 





It is estimated that under certain foreign 
registries, operating expenses can run as much 
as 70 per cent less than operating under a 
United States flag. The major saving is in 
reduction of statutory or union requirements 
as to the minimum crew and their pay rates. 
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(Continued on page 676) 


%* See Gregory v. Helvering, 35-1 ustc { 9043, 
293 U. S. 465, 469 (1935). 

* A taxable exchange is sometimes the sought- 
after result when assets have substantially ap- 
preciated in value and a new (stepped-up) basis 
is desired. 
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Accounting for Fixed Assets 
By FREDERICK C. LAIRD 


Our income tax laws and regulations have had a tremendous effect 


on our accounting methods with respect to the treatment of fixed assets 


and depreciation reserves. The author of this article 


discusses the problem of depreciation and the various ways it can be handled. 


N DISCUSSING methods of accounting 

for fixed assets, it is essential that the 
term “fixed assets” be defined. Fixed assets 
are those assets of a more or less perma- 
nent nature used in a business, whether it 
be a manufacturing, wholesale, retail or other 
type of enterprise. They represent the tools, 
using the term in a broad sense, which are 
used in the conduct of a business, as dis- 
tinguished from the merchandise which is 
to be sold, the cash, receivables, inventories 
and other assets which arise out of the oper 
ation of the business and which form a part 
of working capital. Fixed assets include the 
plant in which the company operates, the 
tools 
the furniture and 


machinery and used in manufacture, 


fixtures, office machines 


and other equipment necessary to the oper 
which is not for 


ation of the business but 


sale in the ordinary course of business 


They may have varying terms of life or 
usage; but if their life is short, that is, less 
than one year, they are generally expensed 
at the time of purchase for simplification 
and to save the time and expense in amor- 
With 


the exception of land, fixed assets are those 
subject to 


tizing their cost over their useful life 


which are depreciation, about 


which more will be said later 


Before our income tax laws became so 
complicated, these assets were called “capi 
tal assets” because they represented an in 
capital of the 


business as distinguished from the current 


vestment of the permanent 
assets which made up a part of the working 


capital. Current assets were to be turned 
over at regular intervals and converted into 
cash with which to reacquire more assets 
of a similar nature on which the company 


expected to make a profit. 


Accounting for Fixed Assets 


However, when Congress passed the Reve- 
nue Act of 1921, it created a new concept 
as to what constituted capital assets when 
it defined “capital assets” to mean “prop- 
erty acquired and held by the taxpayer for 
profit or investment for than two 
(whether or not connected with his 
business), but does not include 
property held for the personal use or con- 
sumption of the taxpayer or his family, or 
stock in trade of the taxpayer, or other 
property of a kind which would properly be 
included in the inventory of the taxpayer if 
on hand at the close of the taxable year.” 
(Section 206(a)(6), Revenue Act of 1921.) 


This official definition of capital assets 
has since been revised by Congress until now 
the term includes all property held by the tax 
payer (whether or not connected with his 
trade or business) except 


(1) Property held 
customers in the or course of busi- 
stock in trade or property which 
would properly be included in the inventory 
if on hand at the end ot the year. 


more 
years 


trade or 


primarily for sale to 


linary 


ness or 


trade or busi 
which is subject to the 


(2) Property used in his 
ness of a character 
allowance for depreciation, or real property 
used in his trade or business 

(3) A copyright, a literary, musical or ar 
tistic composition, or similar property in the 
hands of the creator or one who acquired 
him under conditions such 


from requiring 


person to use the creator’s cost 

(4) Accounts or notes receivable acquired 
in the ordinary course of business for serv- 
ices or sales as in (1) above. 

(5) Federal or municipal obligations is- 
sued at a discount in lieu of interest after 
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Mr. Laird, of Elgin, Illinois, 
is a certified public accountant (Illinois and 
Wisconsin) and a member of the Illinois bar. 


March 1, 1941, and maturing within one 
year after (Section 1221, Internal 
Revenue Code of 1954.) 


issue. 


With these changes in concept forced upon 
accountants by the federal government, the 
use of the term “capital assets” has had to 
be abandoned as a means of terminology in 
the preparation of financial statements and 
the substitution therefor of such captions as 
“fixed assets,” and “plant and equipment,” 
with subcaptions to describe the particular 
type of asset as “real estate,” “land,” “build- 
ings,” “shop machinery,” “shop machinery 
and equipment,” “office machines,” “furni- 
ture and fixtures,” etc. These are the types 
of assets involved in this discussion of fixed 
asset accounting. 


When Should We Purchase Fixed Assets? 


No company can operate a business with- 
out a certain amount of equipment and a 
place in which to do business. If a firm is 
going into a purely selling operation, it may 
need only an office if the merchandise is to 
be shipped direct from the manufacturer 
If it is going to carry inventories and have 
customers come into its place of business, 
a store or shop would be required. If it is 
going to manufacture the merchandise it 
sells, its requirements are going to be much 
greater, as it will need a plant in which to 
manufacture, and machinery and equipment 
with which to make the product it is going 
to sell. Thus, it can readily be seen that 
the more extensive the operation, the more 
fixed assets will be required. Some can be 
rented, and the owners must determine 
which to rent and which to purchase before 
commencing operations. 

In a new venture it is much safer to rent 
a place in which to operate and to rent as 
much of the equipment as can be rented, 
thus freeing as much of the investment 
capital as possible for operating costs and 
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expenses and for working capital until the 


enterprise begins to profitably 
Should the venture prove unprofitable, the 
owners are then in a position to liquidate 


the enterprise without too much loss 


operate 


facilities are 


However, if the 
not available on a rental basis or the rentals 
are exhorbitant, then it will become neces 
sary to purchase the needed facilities. 


necessary 


In starting a new enterprise, whatever 
facilities are purchased should be acquired 
with the idea in mind that they will be 
more or less experimental in nature; that 
after the operation has been carried on for 
awhile, it will be found that better equip 
ment will be available to produce or display 
more effectively the product handled and at 
a lower cost. There may be changes in the 
product to make it more marketable, which 
will require entirely different equipment; 
and it is a wise man who keeps his spend 
ing and investment to a minimum until he 
finds that his product has an available and 
ready market. 


It has often proved better to have the 
article manufactured by who ha 
the necessary facilities, even at a partial loss of 
profits, until the marketability of the item has 
been determined. Then it is time to acquire the 
facilities for its manufacture, By 
better po 
and 


someone 


necessary 
that time, the owners are in a 
sition to know where to locate 
facilities and equipment they will need 


what 
If it is necessary to purchase the required 
facilities and working capital is a problem, 
the owners should shop around, as a goodly 
portion of the required equipment can be 
purchased second hand and in good usable 
condition. 


When out, all 


chased should be capitalized except such as 


starting equipment put 


will have a useful life of less than a year 


This is required by the Internal Revenue 
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Code, which states that all purchases of 
equipment shall be depreciated over their 
useful life. The various methods of depreci- 
ation will be discussed later. 

Further, the chances are great that the 
business will show a loss or very little profit 
in the first year, and the write-offs will be 
more useful in later years 

In capitalizing these purchases, they should 
be classified both as to the type of equip 
ment and as to their expected life. Thus, 
office furniture will have a much longer life 
than office machines; and heavy machinery 
will last much longer than light machinery 
or tools. The advantages of this classifi- 
cation will become apparent when the de- 
preciation methods and rates are discussed 
later. 

With the many hundreds of small items 
of equipment purchased by a company over! 
the years, it is sometimes difficult to decide 
which items should be capitalized and which 
expensed. Should all of these items be capi 
talized, the fixed asset accounts would be 
with small items and, 
because of their varying lengths of life, the 
problem of computing depreciation would 
be magnified. Therefore, many companies have 
adopted a rule that only items over a stated 
amount should be capitalized and all items 
under that amount should be expensed at 
the time of purchase. These basic amounts 
run anywhere from $25 to $500, de- 


come encumbered 


may 
pending upon the size of the company and 
the volume of its equipment purchases 


What Is Cost of Fixed Assets? 


Sometimes it is difficult to determine just 
cost of a fixed asset is. This is 
true if the purchaser has to do 


some work on it before it can be used 


what the 
particularly 


For example, if a new building is erected, 
all expenditures made in connection with the 
project, until the building is completed and 
ready for occupancy, should be capitalized 
They are considered as a part of the cost of 
the building lf the 
contractor for a stated sum, the problem is 


building is erected by a 


simple, as the amount paid the contractor 
will be the cost. 


owner acts as his own 
general that is, if he 
architect to draw the plans and specifications, 
separate contractors to do the 
vating, carpenter work, brick work, etce., 
and purchases the required materials him- 
selfi—his problems will be many and com- 
plex. All expenditures made, up to the 


completion of the building, must be capi- 


However, it the 
contractor hires an 


hires exca- 


Accounting for Fixed Assets 


talized. Thus, the !reight on materials, haul- 
ing and unloading charges, payroll taxes, 
insurance during the period of construction, 
and many other items of expense incidental 
to the construction become a part of the 
cost of the building. 

If an old building is purchased and re- 
modeled to put it in shape for use, all such 
expenditures become a part of the cost of 
the building; whereas, if such expenditures 
were made on a building that had been in 
use for a number of years, we might not 
have to add them to the cost of the build- 
ing. For example, if we replaced a roof on 
a building we had been using for a number 
of years, we would be required to capitalize 
the item but would be able to depreciate 
it at a higher rate than the building if its 
life was less than the remaining life of the 
building. If this same was done on 
a building that we had just purchased, the 
cost would have to be added to the cost of 
the building and depreciated over the re 
maining life of the building. 

If a machinery or equipment 
was purchased (new or old), the cost of it 
would not only be the 
would include the 


work 


piece of 


purchase price but 
freight, loading and un- 
loading charges, and the cost of setting it 
up in the plant, including any foundation 
work, electric wiring, etc. 

The most difficult situation arises when 
a company builds its own machine or other 
of equipment. Here we not only have 
the problem of keeping a record of all of 
the specific charges, but the application of 
overhead to the Generally in these 
manutacturing overhead is con- 
sidered, and in many cases it is found that 


piece 


cost 


cases, only 


the regular manufacturing overhead rate is 
the nature of 
In many cases, an arbitrary 
100 per cent of 
companies charge no over- 
equipment made for their own use; 
find that if a revenue agent 
will be add 
overhead to the cost, and it will probably 
would 


not a tair charge because of 
the work done 
ove rhead 


rate of labor is 


charged. Some 
head on 
but one will 
discovers this, it necessary to 
than he 


overhead had been added 


be more have accepted if 


in the first place. 


Repairs v. Replacement 


As a company 
equipment. 
when the 


grows older, so does its 
There eventually comes a time 
of repairs makes the con- 
tinued use of a piece of equipment prohibi- 
tive. Not only is the company faced with 


cost 


the cost of the actual repairs to be made, 
but with losses due to shutdown time, a lag 
in production schedules, increased nonpro- 
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ductive payroll (idle time), etc. This can be 
quite costly, especially if the equipment is 
part of a production or assembly line. 


Later, under the “plant ledger” caption, 
a method of accumulating these costs will 
be shown, and if the records are properly 
kept and up-to-date, the maintenance super- 
intendent and management can readily tell 
when a piece of equipment should be scrapped 
and replaced. 


A further factor to be considered in de- 
ciding whether to repair or replace a piece 
of equipment is that of obsolescence. It 
should be part of the duties of the shop 
superintendent to keep abreast of new equip- 
ment coming on the market, and when he 
learns of a new machine that will save time or 
labor or will do a much better job, he should 
take his information to top management and 
recommend its purchase if the savings will 
warrant the additional expenditure. 


As to whether an item should be classified 
as a repair or a replacement, attention is 
directed to Section 263 of the 1954 Internal 
Revenue Code which states that no deduc- 
tion shall be allowed for any amount ex- 
pended in restoring property or in making 
good the exhaustion thereof for which an 
allowance (depreciation) is or 
made. 


has been 


The Commissioner’s regulations and the 
courts have enlarged this provision to hold 
that any expenditure which increases the 
value or prolongs the life of an 
shall be capitalized and written off to ex 
pense over the remaining life of the asset 
This is sometimes done by charging such 
expenditures against the depreciation re- 
serve and may also be done by adding them 
to the remaining cost of the 
proved and the balance written off over the 
new expected life of the asset. 


Many companies have adopted a policy 
(the reverse of that mentioned hereinbefore 
regarding the capitalizing of equipment pur- 
chases) whereby all items under a named 
sum (arbitrarily set as in the case of assets) 
are expensed to repairs, and anything over 
that sum is scrutinized to determine whether 
it should be capitalized or 
repair or as maintenance. 


asset 


asset so im- 


expensed as a 


All repairs should be covered by a repair 
order which order should carry the descrip- 
tion and equipment number, a description of 
the repairs to be made, the date of break- 
down, the date repairs were completed and 
a breakdown of the cost of the repairs. 
This information should be posted to the 
plant ledger hereinafter described. 
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Plant Ledger 


It is advisable for every company to keep 
some form of plant ledger. It may be kept 
in the form of a card file, a loose leaf binder 
or on punch cards. A favorite form is one 
such as is shown on the facing page, kept 
on > Re cards. 

When such a plant ledger is started, a 
card should be made out for each piece of 
equipment and the equipment number should 
be painted or stenciled on the equip- 
ment. It would simplify identification to 
assign a certain block of numbers to each 
department. Thus in the foregoing illus 
tration, the 1100 block would indicate the 
machine shop 


In this way, when the cards 
are filed by equipment number, all of the 


equipment cards of a certain department 
would be kept together 
Provision could be made on the card to 


other that 
may be desired. 


collect any data or information 


made 
to post the depreciation taken each year to 


the cards, but this involve an 
excessive amount of posting as the amount 


In some cases, provision has been 


seems to 


ot depreciation could readily be computed 
from the information already on the card 


The same or a similar card record could 
be utilized in accounting for all types of 
equipment, the card to the extent 
necessary for any particular type of equip 
ment 


varying 


From the information contained on the 
back of the card, management can tell at a 
whether it is much to 
keep that particular piece of equipment in 
service, and if so, action can then be taken 
to replace it. 

Many firms 
orders to 


glance costing too 


limit the 
cards for the and more 
costly pieces of equipment, as they feel the 
extra clerical work involved is not warranted 
on the small, inexpensive items 


posting of 
larger 


repatt 


Trade or Sell 


When it becomes necessary or desirabk 
to replace a particular piece of equipment, 
whether because of obsolescence or exces 
sive maintenance costs, the question then 
arises as to whether we should trade the old 
machine in on a new one, or whether we should 
sell it outright or junk it and purchase the 
new machine as a separate transaction 

Under 1031 of the Code, no 
gain or loss occurs on a trade or exchange 
of like property held for productive use in 
a trade or business. So if one machine is 


Section 
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Repairs and Overhauling 


Date Description of Work Done 
Work Done 
2-10-56 
-18- 5b 











Date Reason for Disposal 
Disposed 
of Total 


| 


traded for another, no taxable gain or loss plus the cash payment will become the 


results, even though cash was added to cost of the new machine for depreciation 
cover the difference between the value of and other tax purposes 

the old machine traded and the purchase However, if cash or other unlike prop- 
price of the new machine acquired; and erty is received in such an exchange, a 
the depreciated cost of the old machine _ taxable gain arises, limited to the amount of 
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the cash or fair market value of the other 
property received. 

On the other hand, if a piece of equip- 
ment is sold for less than its depreciated 
cost or basic value, the loss is deductible 
in full as a from the sale of other 
than capital assets. (Section 1231(a).) 

Thus, if the trade-in allowance is greater 
than the depreciated cost of the asset, it 
will generally be to the company’s ad- 
vantage to make a trade-in deal; whereas if 
the trade-in allowance is less than the de- 
preciated value, the company can 
realize a tax deduction of the difference 
between the allowance and the depreciated 
cost value by making a sale instead of a 
trade. 


loss 


cost 


For example, a company is going to re- 
place a machine, which cost $4,500 and 
on which it has taken $4,000 of deprecia- 
tion, by purchasing a new machine costing 
$5,600 and on which it would receive an 
allowance of $2,000 for the old machine. 
If a trade was made, there would be no 
gain or loss, and the new machine would 
cost $4,100, arrived at as follows: 


$5,600 
2,000 


Purchase price of new machine 


Less allowance on old machine 


$3,600 


Cash price to be paid 
Add depreciated cost of old machine 
($4,500 less $4,000) 500 


Basic cost of new machine $4,100 

On the other hand, assume the same 
facts except that only $1,500 of deprecia- 
tion has been taken on the old machine; 
then, if the new machine was purchased 
outright and the old machine 
separate transaction, there would be a de- 
ductible toss for tax purposes of $1,000 
arrived at as follows: 


sold as a 


Selling price of old machine $2,000 


Cost $4,500 


Less accumulated deprecia- 


tion 1,500 
3,000 


$1,000 


Cost to be applied 
Net loss realized 


This loss is not subject to the capital loss 
restrictions because the statutory definition 
of capital assets excludes from the term 
all assets used in the trade or 
which are subject to depreciation, so such 
a loss is considered as a loss from the sale 
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of a noncapital asset and deductible in 
full. Then when the new machine is 
purchased, the company will carry it at its 
full purchase price of $5,600, and deprecia- 
tion would be computed on that amount. 
On the other hand, if the company sells 
a piece of equipment which it has held for 
over six months and realizes a profit, under 
Section 1231 of the Code, it would have 
the privilege of treating this profit as a 
long-term capital gain. However, if there 
are both gains and losses in the same year, 
they must be consolidated and treated as 
one—that is, if the net result is a gain, it 
will be treated as a long-term capital gain, 
and if a loss, it will be considered as a 
loss arising out of the sale of a noncapital 
asset and will be deductible in full. 
These rules become especially important 
in the case of heavy machinery and auto- 
mobiles. Auditors have found many cases 
where failure to take advantage of these 
rules has resulted in an automobile being 
carried on the books at almost double the 
because 


actual car 


of frequent trade-ins. 


purchase price of the 


Depreciation and Depreciation Reserves 


What is depreciation? We toss the word 
off casually, but if we were to ask a group 
of businessmen to explain the term, we 
would find any number of them who know 
it has something to do with a tax deduc- 
tion but are at a loss to explain just what 
it is. 

The writer recalls an interesting incident 
that happened in his own office some years 
ago. The two partners of a new enterprise 
came in at the end of the year to have their 
partnership income tax return prepared 
and brought their books along. In glance 
ing over the cash disbursement record, the 
writer found two checks entered for $2,500 
each, the named payee in both being Mr 
Depreciation. When he asked what those 
checks were for, one of the partners re- 
plied: “Well, we know that everybody 
knocks off something for depreciation, so 
we just drew those checks for it. Frank 
has the one and I have the other. We were 
going to ask you how we get our money 
for them found out that the 
bank won't pay on them.” 

As far back as 1918, John Raymond 
Wildman in his Principles of Accounting 
(page 236) stated: “Depreciation may be 
defined as the decrease in the value of an 
through lapse 
obsolescence.” 


because we 


deterioration 
and 


asset, due to 
of time, wear 
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tear, or 








167(a) of the Internal Revenue 


Ce ule prov ides: 


Section 


“There shall be allowed as a depreciation 
deduction a allowance for the 
exhaustion, wear and tear (including a 
reasonable allowance for obsolescence )— 

“(1) of property 
business, or 


reasonable 


used in the trade or 


“(2) of property held for the production 
of income.” 

This appears to be about as 
definition of depreciation as we could ask 
for Volumes have been written on the 
subject, and there is no end to the number 
of methods or variations of methods being 


good a 


used. 


Here 
come into play, as the federal government 
has more or outlined the methods to 
be used in claiming depreciation and we 
are limited accordingly. 


again our income tax laws have 


less 


Section 167(b) of the Code lists the fol- 
lowing methods which may now be used, 
but does not limit the taxpayer exclusively 
to such methods 


(1) straight-line method; 
(2) declining-balance method; 
(3) sum-of-the-years-digits method; 


(4) any other method which is consist- 
ently used and which will produce an an- 
nual which, when added to all 
allowances for the period commencing with 
the taxpayer's use of the property and in 
cluding the taxable year, does not, during 
the first two thirds of the useful life of 
the property, total of 
would have been used had 
such allowances been computed under th: 
method described in (2) 

The 
methods for one type of assets and another 
method for a different type of assets. How- 
these new methods (other than the 
straight-line method) apply only to assets 
acquired new by the taxpayer after De- 
cember 31, 1953, with a useful life of at 
Following a recent court 
Commissioner 1s 
that “useful life” means the 
useful life of an asset in the hands of the 
taxpayer, that is, if the taxpayer keeps its 
automobiles only two years and then trades 
them in, that 
meant in the statute 

The 
of depreciation will be 
that the reader can 
best suited to his purpose. 


allowance, 


exceed the such al 


lowances which 


ab ve 


taxpayer may use one of these 


ever, 


least three vears. 
now ruling 
customary 


decision, the 


two years is the useful life 


more-important types or methods 
later so 


which is 


discussed 


choose that 
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The reserves for depreciation 
nothing more than the accumulated de- 
preciation taken on the particular group 


of assets against which the reserves apply. 


represent 


As depreciation is taken, the 
account “depreciation” is 
particular reserves for 
credited in the same amount. 


expense 
charged and the 
depreciation are 


When assets are disposed of, the asset 
account is credited with the cost of the 
asset and the accumulated depreciation 
taken on that asset is charged to the ap- 
plicable reserve for depreciation, with the 
difference being charged to expense if the 
asset is scrapped, to the cost of the new 
asset acquired if a trade-in has taken place 
or against the selling price of the 
sold if that should be the case. 


asset 


Individual v. Bulk Classification 
Hereinbefore under the discussion of assets, 
some suggestions were made as to classify- 
ing fixed description 
and length of useful life in order to facilitate 
the calculation of depreciation. Thus, there 
could be two classifications of machinery, 
that is, light and The 
light machinery carry a 
shorter life, with 
in the depreciation 
amount of 


assets according to 


machinery. 
naturally 
a consequential increase 
and a_ greater 
depré ciation proportion- 
that of the machinery. 
“Office equipment” could be segregated as 
to “furniture and with a 10 per 
cent depreciation rate and “office machines” 
with a 20 per cent rate. Dies might have 
a short-term useful life, depend- 
ing on whether used to produce 
a standard part, 
year to year, or a sé asonal product (auto- 
mobiles) which from 
and the depreciation rate should be different 
for each. Tools generally are written off 
over three or but where the 
small perishable, they are 
generally expensed at the time of purchase. 


heavy 
would 


rate 
taken 
ately 


over heavy 


fixtures” 


a long- or 


they are 


which carries over from 


change vear to year, 


four years, 


items are and 


It is also possible to combine the addi- 
tions by years, somewhat as shown on the 
following page. 

The cost column should agree with the 
fixed-assets-accounts on the general books 
and with the total of the cards in the plant 
The total of the prior years’ de- 
column and the current year’s 
depreciation column should agree with the 
general 
ledger; and the current year’s depreciation 


ledger. 
preciation 
reserves for depreciation on the 
charged into expense during the year should 
agree with the last column on the schedule. 


The total of the column 
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should agree with the total of salvage 
values contained on the cards in the plant 
ledger. 

A problem arises as to how to determine 
the estimated values. If possible, 
this should on the company’s 
experience and should not be a wild guess. 
If the company’s policy is to keep its equip- 
ment for its full useful life, the salvag< 
value would be scrap value; whereas if the 
company’s practice is to replace the equip- 
ment before it is worn out the salvage value 
be what the company expected to 

it when traded otherwise dis- 


salvage 


be based 


would 
for 


posed of. 


get or 


Date 


Description Acquired Cost Salvage 


Chis rather cumbersome schedule 
and involves setting a separate rate for each 
item listed. The writer has found that in 
nine out of ten where he has seen 
this type of schedule in use, errors have 
crept in due to terminating the depreciation 


in the wrong year or to the complications 


Is 


a 


Cases 


involved when assets are disposed of before 
being fully depreciated. Also, after the 
company has been in existence for a long 
time, the number of items in the schedule 
has increased to such extent that it 
involved a terrific number of computations, 
with a much greater possibility for errors 


an 


as compared with the group schedule first 
outlined. Further, the group schedule can 
be readily checked and kept in agreement 
with the general ledger accounts. 

Most textbooks recommend that all equip- 
ment be retained the company books 
until disposed of, even though fully depre- 
ciated; and we find many published balance 
showing fixed amounting to 
hundreds of thousands of dollars with off- 
setting depreciation reserves that bring the 
net book value down to less than 10 per 
cent of the total cost. Technically this is 
correct, but if such figures are reported on 
the company’s personal property tax return, 
the tax would be enormous. Also, such 
large shown on the income tax re- 
turns will frequently raise a question in the 
revenue agent’s mind to excessive 
preciation taken and will often result in a 
revision of the depreciation rates 


on 


sheets assets 


figures 


de- 


as 


Many companies have now adopted the 
policy of writing the fully depreciated assets 
down to $1 or charging them off against 
the depreciations reserves, thus leaving the 
net book value the same. Where salvage 
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The Commissioner of Internal Revenue 
has recently issued special instructions to 
all field agents to check the tax returns 
carefully to make sure that salvage values 
are considered as most taxpayers have been 
ignoring it. It an important factor, 
especially when using any of the accelerated 
methods of depreciation. 


18 


Some companies prefer to prepare a com- 
plete list of each piece of equipment on 
multicolumn work paper and depreciate 
each item separately extending the depre- 

by years until exhaustion takes 
This can be done somewhat as follows: 


ciation 
place 


Depreciable 


Cost Rate 1954 1955 1956 etc. 


values included in the depreciation 
schedule, the assets will have to remain on 
the books until disposed of; but the same 
write-off feature can used and the 
salvage value carried in a separate account 
“salvage inventory” until the assets 
Under the group sched- 
ule submitted above, this easily be 
done the schedule shows when the 
assets for each year become fully depreciated. 


are 


be 


called 
are disp sed of. 
can 


as 


If a plant ledger is maintained, the cards 
for those assets which are fully depreciated 
can be pulled and kept in a separate file 
until the asset is disposed of, thus keeping 
the plant ledger in agreement with the con- 
trols in the general ledger, and at the same 
time not of the fully depre- 
ciated assets still in use 


losing sight 


Straight-Line Method of Depreciation 


The straight-line method of depreciation 
the of all of the depreciation 
methods. It merely involves setting an 
estimated useful life for the and 
amortizing the cost equally over that life. 
The above schedule illustrates how this is 
accomplished. 


simplest 


1s 


assets 


If the group method is used, a composite 
life of the group can be set, whereas if the 
individual asset schedule is used, the esti- 
mated life and rate must be set for each 
item. This can be done by referring to 
Bulletin F published by the Treasury De- 
partment, but reference thereto discloses 
that the lives given therein are high and 
the rates are low. 

Use of the group classification has the 
advantage that the revenue agent will gen- 
erally accept any rates that appear at all 
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DEPRECIATION SCHEDULE 
Estimated 
Salvage 
Value 


Remaining 
Cost 


Prior 
Depreciation 


Date 
Acquired Cost 
MACHINERY & EQUIPMENT (10-year life) 

1952 $ 53,000.00 $3,000.00 

1953 21,750.00 1,750.00 

1954 500.00 25.00 

1955 9,775.00 1,125.00 

1956 8,300.00 1,050.00 

1957 16,500.00 1,500.00 


Depreciable 
Cost 


$ 50,000.00 
20,000.00 
475.00 
8,650.00 
7,250.00 
15,000.00 


7,500.00 
3,000.00 

273.60 
6,228.00 
6,525.00 


15,000.00 


22,500.00 $2 

7,000.00 1 
201.40 
2,422.00 
725.00 


$68,526.60 


- Total $109,825.00 $8,450.00 $101,375.00 $32,848.40 


Note—Purchases in 1952 and 1953 cannot be put on the diminishing-balance method, as only 
items acquired new after December 31, 1953, are covered by this method. 


reasonable because the variety of items 
included in each group make it impossible 
to determine an exact rate. 


There are advantages and disadvantages 
to all of the depreciation methods now 
being used, and this is also true of the 
straight-line method. Some argue that 
equipment sustains a greater economic loss 
of value in the first year and a 
amount progressively in each year there- 
after and cite the fact that it becomes 
used equipment the day you purchase it, 
with a resale value much less than its cost. 
This is actually a fact, as we all know, but 
fixed assets are not purchased for resale, 
but for use over a period of time. 


lesser 


There is no doubt that the major con- 
sideration for the accelerated methods is 
our present income tax laws. Before income 
tax rates reached the present high levels, 
nearly everybody was satisfied to use the 
straight-line method. 


While it is true that the equipment 
which is purchased becomes used equip- 
ment with a much smaller resale value in 
the first year, we are going through a 
period of inflation with rising prices. It 
is not uncommon to find cases where a 
company has used a large piece of ma- 
chinery for ten or more years and still 
sold it for more than was paid for it 
originally. This has been true particularly 
with some types of heavy construction or 
road-building machinery. 

During the past year there has been 
considerable discussion and efforts have 
been made to get the Treasury Department 
to agree on depreciation based on a repro- 
ductive cost instead of an actual cost, the 
theory being that when a machine wears 
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out and has to be replaced, the depreciation 
recovery during its life of usage will not 
provide the wherewithal to purchase a new 
machine. So far these efforts have not 


been successful. 


It is the writer’s opinion that the straight- 
line method will prove to be the best in the 
long run. The company’s cost figures will 
be on a more comparative basis from year 
to year, in that depreciation will be spread 
equally over the years instead of in varying 
amounts. 


However, there are many who will not 
agree and will raise the question of tax 
savings. While it is true that we are all 
anxious to cut tax payments as much as 
possible, what guaranty do we have that 
this will be so? If we take our major 
depreciation in the early years, what do we 
have for the later Are tax rates 
going to go up or down? Are we going 
to have further inflation or will it be defla- 
tion? That is the crux of the whole pic- 
ture and who can tell what the future will 
bring! 


years? 


Business was faced with a similar situa- 
tion in 1938 and 1939, and what happened 
then will serve to illustrate the danger of 
future guessing. In 1938 business 
to pick up as a result of the pump-priming 
done by the federal government in 1937 and 
1938. In 1938 and 1939 taxpayers resorted 
to every possible method to get all deduc- 
tions possible in order to cut their income 
taxes. Then in 1940 we were hit with the 
excess profits tax, and the Treasury Depart- 
ment various deter- 
mining what were excess profits. Among 
these was the provision for a special credit 
based upon the earnings for the 1936-1939 
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evolved formulas for 








Current-Y ear 
Method Rate Depreciation 
10% 
10% 
20% 
20% 
20% 


20% 


$ 5,000.00 
2,000.00 
54.72 
1,245.60 
1,305.00 

(%) 1,500.00 


$11,105.32 


period, with a special additional credit ar- 
rived at by comparison of the profits of the 
last half of the base period with those of 
the first half. All of the tax-saving devices 
resorted to in 1938 and 1939 boomeranged 
and those taxpayers a lot of tax 
money which they would not have had to 
pay had they let things take their natural 


cost 


course. 


Declining-Balance Method 


The general provisions of this method, 
sometimes also referred to as “fixed-percent- 
of-diminishing-value method,” as prescribed 
in Section 167 of the 1954 Code, are as 
follows: 

(1) A rate must be used which does not 
exceed twice the rate which would be used 
under the straight-line method. 

(2) The property covered shall have a 
useful life of not less than three years. 

(3) The property covered must have been 
and put into use De- 
31, 1953, if the double rate is to be 


acquired new after 
cember 


used 

(4) For 
cember 31, 
made 


property acquired prior to De- 
1953, on which improvements 
December 31, 1953, the 
exceed 1% 


were alter 
cannot 


rate 


declining-balance rate 
times the straight-line 

(5) The taxpayer can change back to the 
straight-line method at any time when the 
declining-balance method yields a smaller 
amount than would be permitted under the 
straight-line method. 

The above schedule illustrates the oper 
ation of the declining-balance method and 
is based on the assumption that the method 
was adopted in 1954 when its approval was 


Accounting for Fixed Assets 


first expressed in the statute, and that the 
straight-line method was used in prior years. 


In order to show how the prior years’ 
depreciation was arrived at, let’s look at the 
1952 additions. We find a depreciable cost 
of $50,000, against which 5 per cent was 
taken in 1952 and 10 per cent in 1953 and 
each year thereafter, making a total of 45 
per cent, or $22,500. 


On the 1954 additions, one-half year’s 
depreciation was taken in that year at the 
20 per cent rate, or $47.50; in 1955 20 per 
cent of the remaining balance of $427.50, or 
$85.50, leaving a balance of $342.00; in 1956 
20 per cent of the remaining balance of 
$342.00, or $68.40 was taken, making a total 
of $201.40, as shown in the “Prior Deprecia- 
tion” column. 


In this illustration it is assumed that all 
assets acquired after 1953 were purchased 
new. If not, we would have to segregate 
the used equipment and insert another line, 
depreciating those assets on the straight-line 
method. 


On our next year’s schedule, we will add 
the current year’s depreciation to the prior 
years’ depreciation, and the total will then 
be the prior years’ depreciation to be de- 
ducted from the depreciable cost to arrive 
at the remaining balance on which we will 
compute the 1958 depreciation. 


In another two years, barring exceptionally 
large additions, this company will have 
reached the point at which it will no longer 
benefit from the use of the declining-balance 
method, and should it then desire to change 
back to the straight-line method, it can do 
so. The fact that the taxpayer can change 
back to the straight-line method makes this 
declining-balance method very attractive for 
early tax savings; but as mentioned before, 
the taxpayer gets the same amount of de- 
preciation in the long run and is gambling 
against a future reduction in tax rates. If 
tax rates remain the same or increase, those 
using any of the accelerated methods will 
suffer, as they will have taken most of their 
depreciation in the earlier years. 


Sum-of-the-Years-Digits Method 


The sum-of-the-years-digits method, like 
the declining-balance method, was designed 
to give a greater amount of depreciation in 
the earlier years of the assets covered under 
this method. It has an advantage over that 
method in that the assets will be fully de- 
preciated, except as to salvage value, over 
their expected life. Like the declining-bal- 
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DEPRECIATION SCHEDULE 
Estimated 
Date Salvage 
Acquired Cost Value 
MACHINERY & EQUIPMENT (10-year life) 
1952 $ 53,000.00 $3,000.00 
1953 21,750.00 1,750.00 
1954 500.00 25.00 
1955 9,775.00 1,125.00 
1956 8,300.00 1,050.00 


Remaining 
Cost 


Prior 
Depreciation 


Depreciable 
Cost 


500.00 
000.00 
285.00 
6,448.18 
6,590.91 
15,000.00 


$ 50,000.00 $22,500.00 $2 

20,000.00 7,000.00 1 
475.00 190.00 
8,650.00 2,201.82 
7,250.00 659.09 


is 
ke 


1957 16,500.00 


Total $109,825.00 


ance method, it applies only to assets pur- 
chased new after December 31, 1953, and 
having a useful life of at least three years. 


It is based upon a formula that adds the 
digits of the years of expected life, with the 
allowable depreciation being computed as a 
fraction of the asset cost, the larger fraction 
in the first year, the next largest in the 
second year, etc. 


For example, if we take an asset or group 
of assets having an expected useful life of 
10 years, we would add the years’ digits of 
10, 9, 8, 7, etc., reaching a total of 55. The 
allowable depreciation for the first year 
would be 10/55 of the cost; the second year 
it would be 9/55; the third year it would be 
8/55, etc. This can be applied to individual 
assets or to a group of similar assets having 
approximately the same useful life. 


It has been the practice of the Treasury 
Department, when assets are acquired during 
the year, to allow one half of the rate in the 
first year, with the unused. portion of the 
first year’s depreciation being picked up in 
the last year. The theory behind this is 
that it avoids the complications of computing 
depreciation on a monthly basis and will 
still amortize the depreciable cost over the 
useful life. 


The above illustration is presented to 
show how the depreciation schedule can be 
set up under this method. 


In setting up the prior years’ depreciation, 
we have taken 5/55 for the first year (half 
rate), 9/55 for the second year, 8/55 for the 
third year, etc. 


The same schedule of assets was used in 
illustrating both the declining-balance method 
and the sum-of-the-years-digits method; and 
reference thereto discloses that under the 
former method, the 1957 depreciation amounted 
to $11,105.32 as compared with $12,232.26 


640 


1,500.00 


$8,450.00 
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15,000.00 


$101,375.00 


under the sum-of-the-years-digits method. 
Under the straight-line method, the 1957 
depreciation would amount to $9,387.50, so 
it can readily be seen that the sum-of-the- 
years-digits method will produce the greater 
amount of depreciation in the earlier years; 
but this will be offset in the later years. 


Other Depreciation Methods 


The Treasury Department has been ex- 
ceptionally lenient in permitting the taxpayer 
to choose his method of depreciation, asking 
only that the amount of depreciation be rea- 
sonable and the taxpayer consistent in fol- 
lowing the method chosen. 

The methods discussed hereinbefore are 
the principal methods in use today, but some 
companies have worked out and are using 
methods based upon units of production, 
hours of machine use, ete. 

Under the units-of-production method, the 
company engineers compute an estimate of the 
number of pieces which a machine should 
produce during its useful life. The cost of 
the machine is divided by the number of 
units to arrive at a depreciation cost per 
unit, and this unit cost is multiplied by the 
actual number of units produced during the 
period. 

A similar method is based on the expected 
hours that a machine will run, and the unit 
rate is arrived at by dividing the cost of 
the machine by the total expected hours of 
use. This unit rate is extended by the actual 
hours the machine is in use during a period 
to arrive at the depreciation charge for the 
period, 

It is obvious that there are advantages and 
disadvantages in all of the methods in use, 
as, after all, they are all based on estimates 
or guesses as to how long the equipment 
will last and what its productive perform- 
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$68,824.09 


Current-Y ear 
Depreciation 


Method Rate 


$ 5,000.00 
2,000.00 
60.45 
1,258.18 
1,186.36 


2,727.27 


(%) 


$12,232.26 


ance will be. Very often it is found that a 
machine becomes obsolete long before it is 
worn out, and 
disposed ot before it becomes fully 


it is scrapped or otherwise 
depre 
ciated. 

On the 
that machines or other pieces of equipment 
are still in use long after they 
fully depreciated. 


other hand, it is frequently found 


have been 


Depreciation Based on Reproductive Cost 


there has been 
agitation to get 
the Treasury Department to permit depre 
ciation to be taken on reproductive cost 
rather than on actual cost. 

The main argument for this method is 
that under all other methods of depreciation, 
the depreciation reserve will not be adequate 
to replace the worn-out equipment because 
of the increasing costs of new equipment. 
\ machine which cost $2,500 ten vears ago 
may cost $3,500 to replace when it is worn 
out; and the proponents of this method of 
depreciation argue that we should have re- 
covered the $3,500 through depreciation. 


In the last 


considerable discussion and 


y Car or so, 


This proposed method arose out of the 
rising costs due to the inflationary period we 
have been going through. Suppose a period 
of deflation descended upon us, would the 
proponents of this method still want to use 
replacement costs for depreciation purposes? 
I don’t think so 

So far, the Treasury Department has re- 
fused to recognize this method, The writer 
can see no logical reason for a taxpayer 
recovering more than he paid for the article 
depreciated. In effect, the proponents of 
this plan are asking the federal government 
to furnish part of the company’s future in- 
vestment capital instead of looking to its 
own stockholders for it. 


Accounting for Fixed Assets 


Further, assets are not purchased out of 
depreciation such purchases 
represent cash requirements. Rarely has a 
company taken the cash out of its regular 
bank account and deposited it in a special 
account to be used solely for replacements. 
Unless this is done, the cash is likely to be 
used for other purposes or for the payment 
of dividends and will not be available when 


reserves, as 


needed for replacement purposes, regardless 
of the size of the depreciation reserves. 

If the proponents of this plan are really 
interested in accumulating the wherewithal 
to make these replacements, they can do so 
by setting up depreciation on this basis, in- 
cluding same in their production costs, and 
of their profits suffi- 


thereby reserving out 
| 
I 


cient to cover the higher reproductive costs. 
this by computing the de- 


preciation on reproductive co 


They can do 
charging 
the de- 


reserve for 


the total into expense and cr 

preciation on actual cost to the 
depreciation and the excess to a reserve for 
replacements. At the 
prepare the 
turns, all they have to 


end of the year, when 
company income tax re- 
do is deduct the addi- 
tion to the replacement reserve from their 


cost of goods sold or 


they 


add it to income as a 
separate item, and there will be no objection 
Department. At the 
same time, they can transfer, from the 
bank 
bank account, cover the 
total depreciation taken, and when the time 


from the Treasury 
regular 
special replacement 


cash to 


account to the 
sufficient 


comes to replace any of the assets, the cash 
will be available. 

This is nothing more than an adaptation 
of the method used for years when companies 
had their fixed assets appraised periodically 
to reflect current values, with the apprecia- 
tion set up as “surplus from appreciation” 
or some similar caption 
then taken on the appreciated 
arrive at more equitable costs, and at the 
end of the year, a transfer was made from 
the “surplus from appreciation” either to in- 
come or to earned surplus for the deprecia- 
tion taken on appreciation, and the same 
amount was added to income or used to 
reduce the depreciation on the income tax 
returns. 


Depreciation was 
values to 


Accelerated Depreciation 


At the start of World War II it was found 
that most of our plants were not geared up 
to or equipped for war production. 
realized that conversion to war production 
was costly, and to encourage industry to 
convert to war work, it provided that new 
facilities acquired for war production could, 
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upon application to and with the consent 
of the proper authorities, be amortized over 
a five-year period or the duration of the 
war, whichever proved to be the shorter 
period. 

This policy has been continued since the 
war, but in a lesser degree, and has involved 
a segregation of such assets so that the 
accelerated depreciation could be taken. It 
involves no special problems otherwise. 

Also, during the war period and subse- 
quent thereto, many plants have been work- 
ing on three shifts covering the 24-hour day. 
While the Code has given no special recog- 
nition to this fact, the Treasury Department 
has recognized the “reasonable” clause in 
the statute by permitting a shorter life basis 
where machinery is being used steadily for 
three shifts instead of one. 


Amortization of Leasehold Improvements 


In many cases, a company finds it neces- 
sary to make capital improvements on leased 
property. Under our accounting standards, 
such expenditures should be capitalized and 
written off during the life of the lease. 

However, the Treasury Department looks 
at these items a little differently. For ex- 
ample, if a corporation erects an expensive 
plant on property from a principal 
stockholder on a short-term lease, the De- 
partment will insist on the cost being amor- 
tized over the life of the building and not 
over the remaining life of the lease. Also, 
where the lease contains a renewal option, 
the Department will usually insist that its 
cost be amortized over the remaining years 
of the lease plus the renewal period unless 
the property is such that it will have a 
shorter life. 


leased 


The Code formerly provided that lease- 
hold property became taxable income to the 


lessor at the termination of the lease in the 
amount of its fair market value at that time, 
but this has now been changed so that the 
lessor realizes no gain until he sells the 
property. 


Voluntary Demolition of Property 


When real estate is purchased for the 
erection of a new building and the old build- 
ing is demolished to make way for the new 
one, the entire purchase price plus the cost 
of demolition becomes the cost of the land, 
less any salvage received therefrom. The 
Code presumes that the property was pur- 
chased for the land and that removal of the 
old building adds to the value of the land. 

However, where the property has been in 
use for a number of years and the building is 
then demolished, a taken for 
both the depreciated cost of the building and 
the cost of removing it, less any salvage 
received. 


loss can be 


If, in the latter case, the building that was 
torn down were to be replaced, the depre- 
ciated cost of the old building and the 
demolition costs would have to be added to 
the cost of the new building for depreciation 
purposes, and a loss could not be taken at 
the time. (A. Raymond Jones, CCH Dec. 
21,590, 25 TC 1100.) 


Conclusion 


From the numerous made in 


this article, it is apparent that our income 
tax laws and regulations have had a tremen- 
dous effect on our accounting methods with 
respect to the treatment of fixed assets and 
depreciation reserves, Not only have they 
changed our concept and terminology, but 
they have laid out definite rules as to how 
we must handle the various types of trans- 
actions involving fixed assets. [The End] 
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DOCTOR PROFITS FROM NEW OPERATION ON “TAXPAYER"’ 


Doctors are shown a _ profitable 
operation to perform in the recent 
issue of a medical journal. The term 
“operation” is not used here in the 
medical sense, nor is it performed on 
a human being, but it involves the 
investment ina one-story structure, a 
“taxpayer,” that is financially designed 
and operated to not only pay the 
taxes on vacant property but bring 
a 6 per cent to 10 per cent profit. 
The “taxpayer” has two rather unique 
characteristics. One is that it only 
houses small retail stores, the type 
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that handle necessities and not luxu- 
The other is the percentage- 
lease idea which is attractive to tenants 
in that the rent or considera- 
tion figure is rather low, the agree- 
ment usually providing that the 
consideration figure rises in propor- 
tion to the growth of the tenant’s 
business. Writing in the July 21, 1958 
issue of Medical Economics, New York 
Attorney Leonard J. Meiselman points 
out the advantages of a “taxpayer” 
operation. 


ries. 


basic 
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Tax Mathematics for Investors 
By MONROE ADLMAN 


Future appreciation of a new investment may offset the ‘‘bite”’ 
taken by the capital gains tax from the proceeds of the sale of presently 


held securities. 


This article sets forth some mathematical formulas 


designed to aid in determining when and if a switch to a new security is justified. 


bine MAXIMUM 25 per cent capital gains 
tax rate on long-term investment profit 
likely to remain with us for a long 
time. Knowledge that the sale of an appre- 
ciated security will result in payment of 25 
per cent of the profit in tax frequently 
causes an investor to hold a security which 
he believes has approached the end of its 
growth rather than switch to a new security 
which he would preter to own 


seems 


Assuming that 
consideration, 


growth potential is the 
primary a mathematical ap- 
proach which takes into account both the 
effect of capital taxes and relative 
future appreciation may provide a useful 
tool for making a comparison between: 


gains 


(1) the net proceeds resulting from a 


switch from the old investment to another, 


and 


(2) the net proceeds resulting from sitting 
pat. 


To illustrate: Let us suppose that Mem- 
phis Industries common (Memphis) is cur- 
rently selling at $40 per share, and that 
investor Brown has owned for more than 
six months 100 shares of Memphis stock for 
which he paid $20 per share, but he now be- 
lieves that Chicago Motors common (Chi- 
cago) which is also currently selling for $40 
per share has greater possibilities for future 
growth. Mr. Brown would switch in a 
moment if he could do so on an even basis 
but hesitates because, if he sells his Mem- 
phis, he will receive $4,000 but will be 
called upon to pay a $500 tax, leaving him 
$3,500 net, an amount sufficient to purchase 
onlv 87% shares of Chicago. Assume fur- 
ther that Brown is confident that Chicago 
will reach $50 per share within some period 
exceeding six months. Is a switch justified ? 


Tax Mathematics for Investors 


To aid in the 
formula (1): 


determination, apply 


2G ¥ 

OD pee Gare 

4 45 

C is the original per share of old 
stock; S is the price per share at which the 
old stock is sold in order to 
tax proceeds in the 
price per 


(C + 3S) 





cost 


invest the after- 
stock: Y is the 
which the investor feels 
confident the new stock may be sold within 
a given period; and X is the minimum price 
per share at which the old stock would have 
to be sold within the same period in order 
to realize 


new 
share at 


the same net proceeds after tax 
by holding the old stock as compared with 
switching from the old stock to the 
stock. 


new 


By substitution in the formula, it appears 
that if Mr. Brown makes the switch and 
Chicago goes up and is sold at $50 per 
share, the net proceeds after taxes would 
be the same as if he had held on to his 
Memphis and sold it within the same pe- 
riod at $48.75 per share. (Sale of 100 
shares of Memphis at $8.75 equals $4,875; 
the gain is $2,875; the tax at 25 per cent 
of the gain is $718.75; 
$4,156.25. Sale of 87% shares of Chicago 
at $50 equals $4,375; the gain is $875; the 
tax at 25 per cent is $218.75; the net pro- 
ceeds are $4,156.25.) 


the net proceeds are 


This results, in part, from the fact that 
the tax base for Chicago would be higher 
($3,500) than that for Memphis ($2,000), so 
that the second tax is smaller. 


The foregoing does not help Mr. Brown 
to decide what the future holds for either 
Memphis or Chicago, but it does give him 
valuable information upon 


which he can 
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exercise judgment. If he believes that Chi- 
cago is likely to rise to or above $50 and 
Memphis is unlikely to attain $48.75 within 
the same period, he knows that he will ul- 
timately be better off to switch and pay his 
tax, and obviously he will continue to 
benefit proportionately for every point by 
which the spread between the price of Chi- 
cago and Memphis increases. 

If Mr. Brown wants to know at what 
minimum price per share he must sell his 


Chicago stock in terms of any predicted 


future selling price for his Memphis stock, 
the relation would be given by formula (2): 


S(C —S) + 4S x X 





C+ 3S 
The foregoing example illustrates the 
special where the price at which 
the old stock is presently selling equals the 
price at which the new stock can be pur- 
chased. Generally, formula (1) would be 

expressed thus (formula (3)): 

S—C Y¥(C+3S) 
4 af 

} 4R 

R is the price per share at which the new 
stock can presently be purchased. 


case 





Hence, if the purchase price of Chicago 
was $35 per share, Memphis must be sold 
at least at $55 per share in order for Mr. 
Brown to realize the same net proceeds by 
having held his Memphis stock rather than 
having switched to Chicago and having sold 
Chicago when it reached $50 per share. If 
the purchase price of Chicago was $45 per 
share and it hits and is sold at $60, Mem- 
phis must be sold at a minimum of $51.67 
per share to result in equal net proceeds. 

Similarly, formula (2) is generally ex- 
pressed thus (formula (4)): 


4CxR R 

Y —-— — 

3(C + 3S) 3 C+ 38 
For any assumed prices that the old and 
new stock may attain within a given pe- 
riod, the price of the new stock at or below 
which it would be profitable to switch from 
the old stock to the new stock would be 

given by formula (5): 
Y (C + 3S) 


4R x X 





D a doit 
C—S+4xX 
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Rises and Dips in Same Stock 

Comparison may be made of the results 
of selling and repurchasing the same stock 
on rises and dips of at least six months’ 
duration with the results obtained by sitting 
pat. Again let us suppose Mr. Brown owns 
his 100 shares of Memphis at $20 per share 
cost and anticipates a decline when the 
stock is selling at $40. He is considering 
the advisability of selling Memphis and re- 
purchasing it after the anticipated decline 
with his $3,500 after-tax proceeds. 

If Memphis declines to $35 
can repurchase the full 100 shares, in all 
events he is clearly better off by $375, the 
tax saving on a future sale because of the 
stepped-up basis of the repurchased shares. 
Suppose Memphis declines to $38, would 
Brown then benefit by a and repur 
chase? Yes, unless he is confident that he 
can resell Memphis a time at a 
price greater than $63.33 per share. 


where he 


sale 


second 


The formula to ascertain the price below 
which a stock can be sold and repurchased 
at a greater profit than if the stock had 
been held is as follows (formula (6)): 

R (S — C) 
5 Se ae 
4R —3S—C 

By repurchase at $35 or 
3rown is ahead no matter what 
holds for Memphis, that is, he can’t 
If repurchase is made at $36, Memphis 
would have to hit $180 per share before the 


lower per share, 
the future 


lose. 


holding route would be more profitable than 
the sale and repurchase route 

Note that the sale, repurchase and resale 
of the stock on rises and dips is a 
special case of formula (3) above, namely, 
the situation where X equals Y. Formula 
(6) applies as well if a different security 
were purchased with the after-tax proceeds, 
the ultimate 


same 


so long as selling 


the same. 


prices are 


Quantitative Comparison of Net Profits 

The above formulas determine the price 
at which switching becomes more profitable 
than sitting pat for any predicted values. 
If the investor wishes to know not only 
which course is more profitable but how 
much more profitable in terms of dollar 
proceeds, he may ascertain this information 
by comparing the following: 

Holding: Net proceeds realized by hold- 
ing N shares of the old stock from $C per 
share until sale at $X per share are: 

3N (X —C) 
N x C+ —_—_—_— 
4 
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Switching: Net proceeds realized by sale 
of N shares of old stock at $S per share 
(cost $C per share), switching the after- 
tax proceeds to new stock at $R per share 
and selling the new stock at $Y per share 
are: 

3N (S 
[N 


Formula Limitations 


The requirements for use of all of the 
above formulas are that S be greater than 
or equal to C, X be greater than or equal 
to C, and Y be greater than or equal to R. 
The reason for these limitations is to elimi- 
nate capital losses whose effects depend 
upon such extraneous factors as offsetting 
capital gains, the existence of ordinary in- 
come against which a net capital loss or a 
capital loss carry-over may be applied, etc. 

The above formulas presuppose use of 
the maximum 25 per cent alternative capital 
gains tax rate for present and future trans 


actions 


It is at the maximum rate that the prob- 
lem of holding or switching is most acute. 
However, if the tax bracket of the investor 
is such that the maximum rate does not 
apply and the effective tax rate is less than 
this percentage and remains constant, the 
equations need be only slightly modified. 
For example, if the investor’s tax bracket 
called for a capital gains rate of 20 per cent, 
formula (1) would become 

S i Y (C + 4S) 
X 


. 5S 
If the applicable tax rate were 12% 
cent, the answer would be given by 
formula 
7S) 
X 


i RS 


it is 10 per cent, by this formula 


Y (C+ 9S) 
xX 





10S 

The other formulas may be changed 
similarly. 

Brokerage commissions and transfer taxes 
have not been taken into consideration 
since their effects, absent tax factors, will 
rarely prevent an investor from changing 
to a more favorable situation. Also, since 
one value in every formula involves the 
future prediction of a stock movement, re- 
sults obtained will only be approximate and 
make refinements for transfer taxes and 
commissions unnecessary. For the same 
reason, the need for sale or purchase of a 
fractional share will not appreciably affect 
the results obtained. 

As stated above, there is no method— 
mathematical or otherwise—for forecasting 
the future action of any stock. The fore- 
going mathematics are useful only to the 
investor who has decided that but for the 
incidence of capital gains tax, he would sell 
an investment * and either switch to another 
investment which he 
greater future growth or hold the proceeds 
for reinvestment in the same security upon 


believes portends 


a dip in its market price. To such an in- 
vestor, however, they are of value because 
they will supply information helpful to a 
Having deter- 
mined thereby the prices, at any time later 


well-considered decision 


than six months, at which it will pay him 


to sell now, he has acquired exact knowl 


edge of a factor important to the exercise of 


sound judgment He must still adjudge 
the probable future market action of the 
securities involved, but he has ascertained 
with certainty the boundari within which 
such forecast may : investor 
contemplating a switch, ho knows the 
exact price at which he must sell the new 
security in order to profit by the switch, 
Is obviously better u ved to make a de- 

on than the investor who does not have 


[The End] 


uch mtormation 


| think of society as a symphony orchestra in which everybody has a particular 
function, and to me the fellow who beats the drum just once in the course 

of a long symphony is as indispensable as the first fiddler, because if that one beat 
is discordant something happens to that symphony.—Felix Frankfurter. 


The foregoing will not apply to investors 
who expect to escape payment of tax on the 
gain inherent in the old investment Thus the 
elderly investor who expects to hold his present 
securities until he dies may be justified in not 
making a switch otherwise favorable in order 
that the appreciation may be realized tax free 
by his heirs A more limited exception is the 
investor who intends in the near future to do- 
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nate the appreciated stock in kind to a charity; 
a switch to a new investment will incur a tax 
that he would not otherwise have to pay. The 
investor might also be considering a gift of the 
appreciated stock to a member of his family; 
sitting pat will transfer the ultimate tax lia- 
bility to the object of his bounty and should 
probably, in most situations, not affect the 
decision 
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The Tax 


Incentives for Charitable 


Congress seeks to encourage charitable giving by granting tax benefits 


to contributors. 


A familiarity with certain methods of charitable giving will enable 


contributors to increase their gifts to their favorite charities 

at no added out-of-pocket cost to them, or perhaps even to realize an economic 
gain by contributing property to charity. The significant benefits 

to contributors and to charitable organizations available through proper 
charitable giving are discussed in this adaptation of a lecture given by Mr. Merritt 
at a Seminar on Charitable Giving for Attorneys and Accountants sponsored by 
the Endowment Fund Committee of The Jewish Community Federation of Cleveland. 


1% THIS DISCUSSION I hope to con- 
vey two One is that with the 
proper selection of the property to give to 
charity, a donor can not only increase the 
amount which he can give but can 
decrease the actual out-of-pocket cost to 
him of giving. An informed use of the tax 
leverage which is provided by the chari- 
table contribution deduction can accomplish 
this result 


lessons. 


also 


My second point may be illustrated by the 
following situation. Suppose a donor has 
decided to make a gift to a charitable or- 
ganization and has indicated that he intends 
to accomplish this by leaving the charity a 
sizable sum in his will. Assuming that the 
donor is in a fairly high tax bracket, I hope 
to convey to you the thought, and I hope 
you will convey to your clients the thought, 
that it is to the donor’s advantage to make 
the gift to the charitable organization during 
his lifetime rather than at death. If he does 
make a gift to the charity during his life- 
time, for instance, by carving out a life 
interest in property for himself and giving 
the remainder over to the charity, he can 
leave more to the charity than he originally 
intended to give and in addition he can in- 
crease his annual income. Both he and the 
charity will benefit. 


four basic problems covered 
in the check list which appears at pages 
653-658. The first problem is the timing 
of the gift to take advantage of the maxi- 
mum allowable charitable contribution de- 
duction, having due regard for the 20 per 
cent-30 per cent limitations, with which I 
know you are all familiar. The second is 


There are 


determining the type of property to give. 
The third is the particular method to use in 
giving, and the fourth is who should give 
within the family and related groups. 

It is important to so time the making of 
gifts to charity that you can obtain the full 
tax benefits permitted by the Internal Rev 
enue Code. I would like to illustrate this 
by discussing a recent Tax Court decision.* 
There was a case decided recently in which 
a man down in Texas reached out into the 
thin air and out of the thin air created a 
very sizable charitable contribution deduc 
tion for himself. Mr. Fair and his wite 
owned a two-story building in Texas which 
had a rather substantial and 
could support at least another five stories. 


foundation 


He also had a family charitable foundation 
In 1948 he conveyed to the family founda- 
tion the air rights above the two- 
story building and the rights of access and 
support, He valued the air space rights at 
$70,000 and claimed a charitable contribu- 
tion deduction on his 1948 return, The 
Commissioner disallowed the deduction, 
stating that air space rights are not the 
type of property you can charity 
and hope to get a deduction for. Mr. Fair 
was allowed a deduction by the Tax Court, 
since the charitable foundation was given a 


space 


give to 


present, irrevocable interest in property. 
The court pointed out that air space rights 
are valuable property rights which are not 
uncommonly leased or sold. As I under- 
stand it, the Cleveland Athletic Club build- 
ing here in Cleveland was the first one to 
use the device of selling or leasing air space 


rights. 





* Mattie Fair, CCH Dec. 22,269, 27 TC 866 
(1957). 
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By ROBERT L. MERRITT 


In the Fair case, the donor and his wife 
could not get the full benefit of the $70,000 
value of the air space rights because they 
did not have sufficient income in 1948 to 
allow them to deduct the entire $70,000. 
The 15 per cent—now 20 per cent—limita- 
prevented that. The donor 
rather sophisticated individual taxwise. 
However, if he had thought it through a 
little further, it may be that in 1948 he could 
foundation air 
say, two stories and a long- 


tion Was a 


given the charitable 
rights to, 
term lease on the air space 
additional three The 
could have donated the air space rights to 
one of the leased stories to the foundation, 
and so on, and would 


the full tax benefit. 


have 
space 
rights to the 
next 


stories vear he 


have thus obtained 


Thus, in contributing to charity property 
which is of substantial value, you can run 
into the problem in particular instances of 
obtaining the maximum allowable charitable 
contribution deductions, There is no carry- 
over in the an individual. If you 
cannot use the full 20 per cent or 30 per 
cent deduction in you 
carry the nondeductible 


case of 


cannot 
over and 
Chere is a two- 


one year, 
portion 
use it the following year 
year carry-over period in the case of cor- 
porations \ corporation, 
only contribute and deduct in one 


its taxable income 


however, can 
year up 


to 5 per cent of 


If appreciated property is involved, a 


donor who wishes to transfer a particular 
piece of property to charity can sell it to 
the charity and take back serial notes ma- 
turing in successive years, and each year 
donate to the charity the note which falls 
due in that year. This will permit the taking 
of the 
the property is appreciated property, what 


undivided 


maximum allowable deductions. If 


the donor might do is give an 
present interest each year until the charity 
the entire fee. I think I 


By proper attention to how you 


owns have made 
the point 
give and to the timing of the gift you can 
obtain the maximum tax benefits from chari- 


table contribution deductions 


Charitable Giving 


Suppose that an individual, a lawyer, ac- 
countant or businessman, has an unusually 
high income in a particular year, far be- 
yond the usual income he expected to have, 
and that the individual recognizes a re- 
sponsibility to the community and 
year contributes well to charity. In the 
vear of high income the individual could 
well consider creating a charitable founda- 


each 


tion or even a simpler type of charitable 
trust such as the one which I have set 
forth in Illustration I in my check list. He 
would other- 
him and 
mtribution de- 


future 


can contribute dollars which 


wise be taxed very heavily to 
obtain a sizable charitable c 
duction that year. He can then in 
vears fulfill his charitable commitments by 
using the principal of the trust, plus the 
income, which incidentally will be 
will have avail- 


trust's 
tax-free income, so that he 
amount to 


even give to 


than 


able an greater 


charity he otherwise would have had. 


[he particular charitable trust set forth 
in the check list has been ruled upon by the 
Internal Revenue Service as being the type 
of trust which, if will 
creator a charitable contribution deduction 
vear of its creation. It has further 
that if appreciated property is put 
donor will not sustain 
because of the donation of 
appreciated property. If the trustee should 
later sell the appreciated property, there 
would be no liability to the 


created, give the 
in the 
ruled 
into the trust, the 
anv tax liability 


Income tax 


donor. 


The trust in I is extremely 
It gives the donor complete power 
the designated charity 
be each year He can give the trust 
at once or overa period 


to five charities or to 


ration 


fle xible 


los ul} 
adetermime who 


roperty away all 


vears; he ca 
ten charities. The trust also offers a con- 
vehicle tor a donor who wishes to 


fulfilling his 


venient 
use appreciated 
commitments n ad o iving 20 shares 
of stock to the rganization, 10 shares 
to another, and ») tort he 
the stock to the 


The trustee can then sell the 


can contribute 
single transfer. 
stock There 
donor, and 


trust in a 


will be no taxable gain to the 


the cash proceeds can be distributed to the 
various charities which the donor wishes to 


benefit 


In thinking in terms of endowment funds 
contributions to a 
various pur- 
shifted our 
thinking away from the traditional concept 
of giving cash to charity. If you give ap- 
preciated property, the leverage which the 
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Mr. Merritt is a member of the Cleveland 
law firm of Gottfried, Ginsberg, Guren & Merritt. 


tax law affords enables you to give even 
more to charity than you could give if you 
donate cash, 


For example, I state in my check list the 
case of a donor who has a capital asset 
which him $2,000 and which has a 
present market value of $10,000. The 
is in the 50 per cent bracket. He wishes 
to contribute $10,000 to charity. It would 
be inadvisable for him to sell the appreci- 
ated property and to contribute its entire 
Since he is in the 50 
per cent bracket, it would cost him $5,000 
out-of-pocket to do so. But it would also 
cost him $2,000 of capital gains tax. The 
way to handle the situation is to donate the 
property itselr to the charity; the total cost 
of the gift to the donor will be only $5,000. 
Let us suppose that the donor had intended 
to sell the property and retain the proceeds 
and not make a contribution at all. By 
so doing, he would have been permitted to 


$8,000 net viewed, 


cost 


dc mor 


proceeds to charity 


retain after taxes, So 
the cost of the contribution to the donor is 
only $3,000, for by giving the property to 
charity rather than selling it, he 
$5,000 in ordinary income taxes and avoids 
capital gains tax of $2,000. In effect, by 
giving up $3,000 of after-tax dollars, the 
donor is able to make a charitable contribu- 
tion of $10,000 


Saves 


If an individual has depreciated business 
or investment property and wishes to make 
a charitable contribution of the property, 
he should first sell the property at a 
and then contribute the proceeds to charity. 
He obtains two deductions that wav, a de 
duction for the loss on the sale of the prop 
and charitable contribution 
deduction. 


loss 


erty also a 


Sometimes an individual will have an ap 
preciated asset, say, 100 shares of stock. It 
might be appropriate for him to consider 
stepping up the basis of that stock by 
contributing it to charity and shortly there- 
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after going into the open market and buying 
equivalent stock at the then market price 
He gets the benefit of the charitable con 
tribution deduction, and 
brokerage fees involved and possible 
fluctuations, he has stepped up the 
of his stock at no cost to him 


except for the 
market 


basis 


The 1954 Code has a new provision which 
permits someone in the 50 per cent bracket 
or higher to contribution 
to charity without any cost to him, and if he is 


make a_ sizable 
in a sufficiently high bracket, at an actual profit 
to him. I cite an example in the check list 
An individual owns 100 
which cost him $20,000 and which are pres 
ently worth $20,000. Tax-free stock rights 
are issued to purchase additional shares of 


shares of stock 


stock in the corporation at a bargain price 
Ten rights, *ve rth $10 their 
holder to pur This 
particular individual rights, 
worth $1,000. When the stuck goes ex 
rights, the market will drop from $200 a 
share to $190 a share. After the stock goes 
ex rights, the individual can sell his shares, 
in which case he will sustain a $1,000 capital 
He then can take the 
tribute them to charity. The rights being 
worth $1,000, he is allowed a $1,000 chari 
table contribution deduction 


each, enable 


ase one new share 


receives 100 


loss rights and con- 


Now, to an individual in the 50 per cent 
bracket, a $1,000 capital loss, 
has no other capital gains o1 

worth $500. The $1,000 charitabl 
tion deduction is similarly 
him So the $1,000 
through the tax savings Thus, at no cost 
to him he has given $1,000 to charity. An 
individual in the 60 per bracket 
would make a $200 net 
transaction, and those in 
would fare even better. 


assuming he 
losses, Is 
contribu 
worth $500 to 


donor recoups his 


cent tax 
profit trom the 
higher brackets 
This device can be used even by an indi- 
vidual who does not happen to own stock 
in a corporation at the time it issues tax- 
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free stock rights on its stock. Anyone in 
the 50 per cent or higher tax bracket can 


go into the market and buy the stock before 


it goes ex rights, sell the stock at a slight 
loss after the stock goes ex rights, and then 
donate the rights to charity at no actual 
out-of-pocket For an individual to 
obtain the tax advantages of this procedure, 
the value of the stock rights must be less 
than 15 per cent of the value of the stock 
with respect to which they are issued. 


cost. 


At the seminar held here two years ago 
one of the members of the audience ad- 
dressed a question to the panel dealing with 
uncertainty in the tax law. It 
that a number of individuals 
who think that they are availing themselves 
of a supposed loophole may find that they 
have been making a mistake. 


The 


an area of 


now appears 


situation I am discussing is 
where an individual has property worth, 
say, $1,000. It has appreciated in value; it 
is now worth $10,000. The individual bor- 
rows $8,000 and then 
perty to charity subject 
paid over to the 
individual obtains 
deduction 
with re 


one 


against the property 
contributes the pri 
to the debt. The equity 
charity is $2,000, so the 
a $2,000 charitable contribution 

The question is: What happens 
spect to the $8,000? 


Cone 
$8,000 


tax publisher’s reports rete 
as being completely untaxed 
that 


to charity 


tax services report there is a 


sale and a partial gilt and 


there is a realization of capital gain 


the making of the gift 


I have a copy of an unpublished lette1 
ruling issued vy the 
Service in November, 
director of the Tax Rulings Division, which 
that upon the this 
donor realizes ordinary in- 
donates the property to a 
make the 
to the 


discussed in 


Internal Revenue 


1954, signed by the 
rules use ot particu 
procedure, the 
come when he 
public 


simple, without 


charity lo examp! 
allocation 
basis problem 

list, 1 us consider the 


in my check 


where an individual has whicl 
has no cost basis to him at all It is now 


worth $10,000. He borrows $6,000 ag 


property 


the, property and contributes the 


to charity subject t indebtedness 


ruling is to the effect that upon making the 
individual real 
ordinary inc $6,000 


of $4,000, as to 


t 
contribution to charity, the 


izes me of and 


made a gift which he 

allowed a $4,000 charitable contribution de 

duction. Now, there are some indications 
that the T 

this whole 


may be reconsidering 


subject, but until there 


reasury 


is further 


Charitable Giving 


clarification of it, i would advise that you 
think very carefully before contributing 
your property to charity if the property is 
subject to an indebtedness. 


I will also refer in passing to another de- 
vice which has been past and 
which the Treasury has red-flagged. It is 
possible to buy premium 
bonds, which are callable, say, on 30 days’ 
individuals in high tax 
brackets have been borrowing to buy these 


used in the 


certain bonds, 


notice. Some 


callable bonds, taking a deduction for the 
donating the bonds 
taking a 
instances, the 


premium paid and then 
subject to the debt to 
deduction. In 
individual generally borrows approximately 


charity, 


second these 


the face amount of the loan. The Treasury 


has indicated that it will look very closely 


at these transactions, and in those situations 


where there was n al hope tor economic 


gain to the donor in the transaction apart 
from the double deduction, the deduction 


the bond premium will not be allowed. 


where there is some con- 


receipt of! 


Another area 

} fi avoiding the 
ontribution 
until ] 


a cash-basis donor 


by making ac 

had alwavs assumed, 

studied the matter, that if 
| 


as interest payable on 
he bond 

29, 1957, the charity 
mor would 


interest 


has a bond which 
December 31, 


1 
narity 


al d he gives 


cl arity 


‘ollect the 


ome because 
the bond 


st, and 


ty 


be 


An 
ibutes apprec! 
1 property to a trust with himself as the 


income beneficiary and remainder over 


charity. He is entitled immediately to a 


actuarial value of the 
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remainder interest which will go to charity. 
Now, this remainder interest in the case 
of a man aged 60 is about, I believe, 62 
per cent of the gift. To see how beneficial 
this can be, I refer you to Illustration III 
in my check list. We have the case of a 
donor aged 60 who wishes to leave, say, 
$60,000 to charity upon his death. He is 
in the 50 per cent bracket. He consults 
with his attorney about adding a codicil to 
his will to provide for the gift to charity. 
The subject is explored with him and it 
is indicated to him that if he contributes 
$10,000 a year for six years, beginning at 
age 60, to a trust of which he is the life 
income beneficiary with the remainder to 
go to charity at his death, he can sub- 
stantially increase his current income yield 
from the $60,000 which he wants to leave 
to charity. This is possible because upon 
making the charitable gift by creating the 
trust and giving the remainder to charity, 
he obtains an immediate charitable con- 
tribution deduction. Another procedure which 
the donor can and achieve the same 
end, is to purchase each year for six con- 
secutive years a life income contract from 
a charitable organization. 


use 


Now, in the first year in this illustration, 
by purchasing a life income contract for 
$10,000 from a charity, the individual effects 


an immediate tax saving of $3,000. In the 
last year, at age 65, he effects a tax saving 
of $3,300. So over the six-year period there 
is a net cost to him of only $41,000 to con- 
tribute $60,000 to charity upon his death. 
At the death the charity holds 
$60,000 outright for its own uses and pur- 
poses. 


dc Ti¢ yr’s 


Assuming that the individual’s and the 
charity’s portfolio yields are 4 per cent, 
the effect of the donor obtaining a tax 
saving of $3,000 to $3,300 a year (so that 
his net cost each year is not $10,000 but 
merely $7,000 to $6,700) is that he has 
increased his lifetime yield from the $41,000 
actual net cost to him of the life income 
contract from 4 per cent to almost 5.9 
per cent. The same is true where the donor 
creates a trust rather than purchases a life 
income contract. 


One can look at this illustration in an- 
other light. On the $60,000 at 4 per cent, 
the individual would have a yield of $2,400 
a year. By making the charitable gift he 
gets the benefit of $19,000 in tax savings. 
He invests that tax savings at 4 per cent 
and obtains an additional $760 a year of 
investment return. Not only does he ob- 
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There is a strong suggestion that 
people generally are beginning 

to abandon hope that those 
appointed to manage their Government 
will halt inflation, an implication 

that the country may come to accept 
the rotting of the dollar as 

being as inevitable as death and 
taxes.—The Wall Street Journal, 
August 13, 1958. 


tain an additional $760 a year of investment 
return, but he has $19,000 in-pocket out of 
the $60,000 which he paid for the life in- 
come contracts or which he contributed to 
a trust with life income to himself and 
remainder over to charity. 


Where a trust is used, the trust, if it 
wishes, could invest in mutual funds or it 
could hire an investment counselor and 
possibly get better than a 4 per cent yield. 
I have already indicated that an individual, 
instead of creating a trust, can deal directly 
with a charitable institution which he favors. 
There are a number of charitable and ed- 
ucational institutions which will enter into 
a life income contract with the donor 
whereby they will take the funds he turns 
over to them and they will invest such 
funds and pay him the income for his life. 
Then on his death the funds will go to the 
charitable or educational institution. 

A particularly fascinating possibility, es- 
pecially for an individual with a large in- 
come, is dealt with in Illustration IV. An 
individual, aged 60, has stock which cost 
him $2,000 and which has a present market 
value of $10,000. The individual is in the 
75 per cent bracket, and he has this stock 
invested to yield 5 per cent, or $500 a year. 
Jeing in the 75 per cent bracket, he can 
keep only $145 after taxes. He would like 
to get a better yield than $145 a year out 
of the stock, and he decides to convert the 
investment to tax-exempts which, say, 
would yield 2% per cent. In many in- 
stances today tax-exempts are yielding more 
than 2% per cent, but conservatively speak- 
ing we shall say 2% per cent. 


Should the individual decide to convert 
to tax-exempts, he would have to sell the 
stock, pay a $2,000 capital gains tax, and 
then have $8,000 left to invest in tax-ex- 
empts. That would yield him $200 a year 
at 2% per cent, which is $55 a year better 
than what he was getting. He is reluctant 
to do this because it would decrease his 
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capital from $10,000 to $8,000; moreover, 
he wants to obtain a somewhat higher yield. 


If this particular individual creates a trust 
and reserves the life income of the trust, 
with remainder over to charity, he can get 
some very advantageous results for himself 
and also for the charity. First of all, he will 
avoid the tax on the capital gain. If he 
contributes $10,000 of stock to the trust, 
the trust can sell the stock and incur no 
capital gains tax. The capital gain will be 
added to the corpus of the trust and will 
ultimately go to the charity, so there is no 
taxable income to the donor. The trust 
gets a deduction under Section 642(c) equal 
to the amount of the capital gain, and there 
is no taxable income to the trust. By mak- 
ing this contribution to the trust with 
remainder over to charity, the donor is 
allowed a $6,000 charitable contribution 
deduction, which results in a tax 
to him of $4,500. (The actual tax saving, 
Illustration IV, is $4,524.07.) 


The trust invests the $10,000 at 2% per 
It has a yield of $250. The donor 
takes the $4,500 which he has actually saved 
in taxes and he invests that at 2% per cent 
in tax-exempts and $113. His yield 
now has been increased from $145 to $363 
In addition to that, he still has the $4,500. 
Now, he can hold that $4,500 until death 
and at death he can leave the $4,500 to 
charity, and though he originally intended 
to leave $10,000 to charity, he can 
leave $14,500. At the 
almost tripled the 
ment during his 


saving 


as shown in 


cent. 


gets 


now 
same time he has 
income from his invest 
lifetime. 

I would like to conclude by that 
in the check list which I have prepared 
there are a number of other suggestions of 


Saving 


equal significance to one who wishes to 
contribute to charity. I you to re- 
member, when you give to charity, to con- 
property. Also, 
if you are contemplating giving to charity 
in your will, to get the added tax benefit 
of the charitable contribution deduction vou 
should give to during 
time. You will both 


your chosen charity. 


wish 


sider giving appreciated 


vour hfe 
vourself 


charity 


benefit 1 


and 


you much, M1 
stimulating discussion 


Chairman; Thank 
Merritt, for your very 
I was just thinking if that Texas man had 
gone in the other direction, he would have 
struck an oil well. Then think 
would have had to do. 


Panelist: Mr. Merritt that if 
you made a gift of appreciated securities 


very 


what he 


mentioned 
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In America . . . there is at least 

a 2- to 10-year lag between the 
introduction and passage of worthy 
social legislation. We introduce 
measures one year and fight for 
them the next year and the next 
year and the next year; then finally 
our number increases, and a 

minority eventually turns into a 
majority.—Senator Wayne Morse. 


deduction for the value of the 
Then you can go out to the 
market and buy them back. Of 
that wouldn’t give you an edge as far as 
deductions are concerned, because you 
would have parted with that much money 
anyway, but you would have a higher basis 
for the stock. Could you do that with the 
stock of a closely held corporation? Could 
donate the held 
corporation and then buy it back from the 
charitable organization and expect to get 
basis for the stock? 


Vr. Merritt: It would probably be treated 
by the Internal Revenue Service as a step 


vou get a 
securities. 
course, 


you stock of a closely 


a higher 


transaction because in the case of a closely 
held corporation 
market. 


the family is in the 


limited 
In fact, in almost all instances only 
market for a small 

Therefore, if there 


there is a very 


minority stock interest 
were an immediate sale back, the transac- 
tion probably would be treated as an equiva- 
lent of a contribution of the cash that was 
paid to buy the stock back. In a situation 
where vou are dealing with a listed stock, 
you are dealing with a fluctuating market, 
and it is a real market, and you run the risk 
There may be a 
drop in the market and you can buy the 
go the other 
risk and 
situation. Of 
held 


of having to pay more 
stock back for less, or it can 
way. 
possible 


There is a real economic 
advantage in the 
this true in the closely 


course, isn't 


corporation case 


Member of Audtence: I was wondering 
if I could have the answer to the question 
that I asked two years ago that Mr. Merritt 
referred to, is in the notes which 
I have not What troubled me was 
the example that was used. As I heard it, 
Mr. Merritt used an example in which the 
donor borrowed against the property an 
amount which excess of his cost 
basis. As I understand it, 


unless it 
read 


Was In 


now he has a 


ruling which says that the donor has 


realized ordinary income in an amount 
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The cost of living for a couple in 
Milwaukee . . . is $186 a month for 
the bare necessities of life. 

That is a reasonably fair minimum 
income. This means that a couple 
receiving the average old age 
insurance checks would be $76 short 
in Milwaukee.—William E. Proxmire. 


equal to some portion of the difference 
between his cost basis, if it is zero even, 
and the amount that he borrowed. My first 
question, incidentally, would be whether the 
reason for that ruling, that is, holding it 
to be ordinary income rather than capital 
gain, is that it was not considered to be a 
sale or exchange. Otherwise, on what basis 
is the conclusion reached? My basic question 
is still this: Suppose that the donor is very 
careful not to borrow one penny more than 
his cost. If his property cost him $6,000 
and it is now worth $10,000, he borrows 
not a penny more than $6,000 and donates 
the property subject to the loan. What are 
all the tax consequences? 
gain of any kind? 
Mr. Merritt: Under the ruling, he would 
realize ordinary income. In fact, the ruling 
is based upon a situation just like the one 


Has he realized 
any 


you posed two years ago where you borrow 


exactly the amount of your basis and then 


you contribute the property to charity, the 
property being worth more than te amount 
borrowed. The ruling says you must mak« 
an allocation of basis. In the example you 
just gave me where there is a basis of $6,000, 
a borrowing of $6,000 and a fair market 
value of $10,000, the Service would say that 
six tenths of the basis of $6,000 is attribut 
able to the $6,000 which you have borrowed. 
So you take six tenths of $6,000 and sub- 
tract that from the $6,000 of borrowing, and 
that difference is the amount of your ordi- 
nary income. I have several problems with 
the ruling. I don’t see how the Service finds 
a realization of ordinary income. Second, the 
proposed regulations say that if you sell 
the property to the charity for $6,000, there 
would be no gain or loss and you would be 
$4,000 charitable contribution 


don’t see 


allowed a 

deduction. I why you should be 
any worse off if you borrow trom a bank 
$6,000 from the 


charity by selling the property to the charity. 


rather than obtain the 


Incidentally, in the case of Herff v. Roun- 
tree, arising in the Middle District of Ten- 


nessee, the donor borrowed exactly his basis 
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and then contributed the appreciated prop- 
erty to a university. There was held to 
be no realization of income by him in that 
case. So that conforms, if you treat it as 
a sale, with the proposed regulations. You 
get exactly the same result. I don’t know 
whether the dismissal of the government’s 
appeal in the Herff case indicates that the 
unpublished letter ruling is no longer the 
government’s position. I understand the 
government may issue a formal ruling on 
this subject sometime soon, 


Member of Audience: Suppose there were 
a close corporation and one of the stock- 
holders intended to sell his stock in that 
corporation to another stockholder.  In- 
stead of doing that—and let’s assume for 
the moment that this is stock that has ap- 
preciated in value—he donates the stock to 
the charity and gets his deduction, I assume, 
for the appreciated value, and the other 
stockholder then turns around and _ pur- 
chases it from the charity at the same value. 
Now, does that stand up as a proper chari- 
table contribution deduction or do the broad 
attribution rules under the new Code affect 
that and make that a step transaction in some 
manner ? 


Panelist: I am pretty sure the government 
would try to attack it as a step transaction 
and use everything it could to prove that 
there must have been some plan to do this. 
I am pretty positive you would have trouble 
with it. I don’t know what the ultimate 
result would be. 


Chairman: Of course, there is difficulty, 
becaus« would be a prior agreement 
and I am afraid if the went 
the evidence and there a prior agree- 
ment, it would probably say that it was a 
sale and there also was a capital gain. You 
wouldn't very far to establish 


that there was a prior agreement. 

Panelist: Could I ask Mr. Merritt a ques- 
tion? In your check list you didn’t get into 
the use of “hot” stock in 


there 
Service 
Was 


into 


have to go 


connection with 


a charitable contribution. I am just wonder 
a ruling or anything 
that 


use Section 306 stock and get 


ing whether you have 


to substantiate the opinion you can 
a charitable 
contribution deduction. 

Mr. Merritt: 
check list. As I 


Treasury has been asked whether the con- 
tribution of Section 306 stock to a charity 


Actually, it is covered in the 


understand it, where the 


will enable the donor to obtain a charitable 
will 
no realization of income by the donor, the 
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contribution deduction and result in 





Treasury has given favorable rulings. Sec- advantages by giving Section 306 stock to a 
tion 306 stock can still be used to enable charitable organization. 


= individual as bail out Corporate carnmge? Panelist: I would like to qualify that a bit. 
without ordinary dividend income conse- 


- : : seagate You might have been a little too broad in 
quences. Suppose there is a recapitalization your general statement. I don’t think the 
and as a result thereof the common share- 7...cury will rule on all those situations, 
holders receive new common and preferred. particularly if there is a gift, let’s say, to 
A shareholder in say the 50 herman bracket a private foundation, and particularly if 
could then donate the preferred stock OD, ees Bi ve redemption within a relatively 
charity. Let us assume that the preferred short period of time after the gift to the 
stock received by him is worth $1,000. He charity. I think you might run into real 
pays no tax upon the receipt of the pre-  qifficulty. Your check list properly indicates 
ferred stock. When he donates the stock that there should not be a prearranged plan 
worth $1,000 to charity he gets a charitable to redeem the stock. I assume every time 
contribution deduction of $1,000, and being in you get into a family situation the Treasury 
the 50 per cent bracket, he is actually in-pocket will take a view which is much more 
$500, and no money has left the corporation. strained than it would in a case where you 
So you see you can still obtain tax and other are dealing with a public charity. 


CHECK LIST FOR CHARITABLE GIVING 
(A) Timing of Gift. 
(1) Individuals—20 per cent-30 per cent of adjusted gross income limitation. (Code 

Section 170(b)(1).) 

(a) Either spouse (joint return) can give full 20 per cent-30 per cent. 

b) Extra 10 per cent—must give directly to (and not merely “for the use of”) 
a church, educational organization or hospital. (Code Section 170(b)(1)(A). 
See Rev. Rul. 55-1, 1955-1 CB 26.) 

Corporations—5 per cent of taxable income annual limitation. (Code Section 

170(b)(2).) 

(a) Two-year carry-over of excess contributions 

(b) Two-and-one-half month option period (accrual-basis taxpayer) (Code 
Section 170(a)(2).) Compare Faucette Company, Inc., CCH Dec. 18,459, 17 
TC 187 (1951), with Regulations Section 1.170-3(b). 

Mere pledge, or giving of note, is not a contribution—must be actually paid 

to get a deduction. (Regulations Section 1.170-1(a).) 

(a) Fulfilling binding dollar-amount pledge with appreciated property is not a 
constructive sale—no taxable gain. (Rev. Rul. 55-410, 1955-1 CB 297.) 

(i) Executor fulfills decedent’s pledge with appreciated property—taxable 
gain. (Estate of John T. Harrington, CCH Dec. 13,405(M), 2 TCM 540 
(1943).) (Note that an enforceable charitable pledge unfulfilled at 
decedent’s death may no longer be deductible for estate tax purposes. 
See Regulations Section 20.2053-5; contra, Regulations 105, Section 81.36.) 

(b) Taxpayer using optional standard deduction should consider paving pledges 
every other year (in appropriate cases). 

Payment by check at end of year. 

(a) Estate of Modite J. Spiegel, CCH Dec. 16,898, 12 TC 524 (1949) (acq.)— 
payment by check considered made when check delivered, where check 
honored later upon presentation to payee bank. 

(b) Estate of Witt v. Fahs, 56-1 uste § 9534 (DC Fla.)—mailing date of check 
held date of payment. 

(c) Linwood A. Gagne, CCH Dec. 18,144, 16 TC 498 (1951)—where check given 
subject to compliance with certain conditions, no completed gift until condi- 
tions are accepted. 


Spreading the gift to obtain maximum allowable deduction each year. 


(a) Land transferred, charity giving negotiable notes (not secured by mort- 
gage) maturing in successive years. Deduction allowed as each note can- 
celled. (Andrus v. Burnet, 2 ustc § 733, 50 F. (2d) 332 (CA of D. C 


” 
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1931), rev’g CCH Dec. 4878, 15 BTA 479 (1929); Rev. Rul. 55-157, 1955-1 

CB 293. But see Minnie E. Deal, CCH Dec. 22,822, 29 TC —, No. 81 (1958).) 

(i) Caveat when subject of transfer is appreciated property—give undivided 
present interests in the property in successive years. See Rev. Rul. 
58-260, I. R. B. 1958-22, page 11; Rev. Rul. 58-261, I. R. B. 1958-22, 
page 12; Rev. Rul. 57-293, I. R. B. 1957-26, page 13. 


(6) Year of high income—create charitable trust and use income and principal to 


fulfill charitable commitments in subsequent years (see Illustration I). 


(7) Advantages of inter vivos gifts over gifts at death (see Illustrations II and III). 


(a) Income tax deduction from top income tax bracket—no equivalent savings 
re gifts at death. 

(b) Increases liquidity of estate—income tax savings mean additional cash 
in hand. 

(c) Note that outright inter vivos gifts (but not gifts at death) decrease gross 
estate, and thus decrease maximum available marital deduction. This can 
sometimes be an advantage (see Illustration II, derived from William J. 
Bowe, Tax Planning for Estates (Nashville, Vanderbilt University Press, 
1955), pages 76-77). 

(d) Increase in retirement income through inter vivos charitable gifts (see 
Illustration ITI). 


(8) Use of two-year charitable trusts to avoid impact of 20 per cent-30 per cent 


limitations. See Code Sections 673(b) and 170(b)(1)(D). 


(B) Type of Property to Give and Type Not to Give to Charity. 


(1) 


(2) 


(3) 


Appreciated property. 

(a) Gift of property avoids tax on appreciation. 

Example—Cost of capital asset, $2,000; fair market value, $10,000; donor 

in 50 per cent bracket. 

(i) Sale: $2,000 tax on $8,000 gain. Total after-tax cost of $10,000 gift is 
$7,000 ($2,000 plus $5,000). 

(ii) Contribution of property: After-tax cost of $10,000 gift is $5,000. 

Depreciated property. 

(a) Should sell property and contribute proceeds to charity. Obtain benefit both 
of recognized loss on sale and of charitable contribution deduction. 

Property of uncertain value or for which there is no ready market. 

(a) Give to charity at death. Minimizes valuation problem in estate. 

(i) If Internal Revenue Service increases reported value, corresponding 
increase in marital deduction; contra also true 

(b) Inter vivos gift. 

Business property. 

(a) Fair market value of donated stock in trade is selling price in “lowest usual 
market” in which donor customarily sells. (Regulations Section 1.170-1(c); 
but compare Rev. Rul. 55-138, 1955-1 CB 223 (“replacement cost to the 
donor in his most favorable market’’).) 

To avoid double deduction, costs and expenses incurred in year of contri- 

bution in producing or acquiring the contributed property are not deductible 

or part of cost of goods sold. Moreover, an adjustment is made for costs 
and expenses of prior years which are reflected in cost of goods sold in the 
year of contribution, (Regulations Section 1.170-1(c).) 

(i) Applies to depreciable business property as well as to manufactured 
goods. Real estate dealer can still avoid realization of ordinary income 
by donating appreciated real estate, for real estate is not included in 
inventory. (O. D. 848, 4 CB 47 (1921); Albert F. Keeney, CCH Dec. 5445, 
17 BTA 560 (1929).) 


(5) Stock rights. 


(a) Code Section 307—need not allocate any part of cost of stock to tax-free 
stock rights where value of rights is less than 15 per cent of market value 
of stock with respect to which they are issued. (Allocation was required 


under 1939 Code.) 
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Example (1). Donor owns 100 shares of stock, cost $20,000, worth $20,000. 
Stock rights issued to buy one share at bargain price for each 10 shares 
owned. Rights worth $10 each, or $1,000 for 100 rights. When stock goes 
ex rights, donor sells shares for $190 a share, and donates rights to charity. 
(i) Capital loss, $1,000. 
(ii) Charitable contribution deduction, $1,000. 
Example (2). Same as above, except that donor buys shares after announce- 
ment of issuance of rights and before stock goes ex rights. 
(i) Donor obtains same tax benefits as in Example (1). 

(6) Life insurance. 

(a) Irrevocable assignment of policy, with charitable organization (or trust for 
charity) named irrevocable beneficiary. (Proposed Regulations Section 
25.2511-1(g)(8).) 

(i) Present charitable contribution deduction allowed. (Ernest R. Behrend, 
CCH Dec. 2255, 23 BTA 1037 (1931) (acq.); Eppa Hunton, IV, CCH 
Dec. 13,054, 1 TC 821 (1947) (acq.) (dictum).) 

(ii) Value of gift. (Proposed Regulations Section 25.2512-6.) 

(iii) Insurance proceeds are excluded from donor’s estate. See Code Section 
2042. But see Sh 
Review 71, 77 (195 


Payments of premiums by donor are additional deductible gifts where 


erman, “Charity—Dead or Alive?” 24 Fordham Law 

ye 
policy has been irrevocably assigned to charity. (Ernst R. Behrend, cited 
above; O. D. 299, 1 CB 151 (1919); Eppa Hunton, IV, cited above.) 

(i) Will not result in inclusion of proceeds of policy in donor’s gross estate. 
Where it is desired to not decrease gross estate (so as to preserve maxi- 
mum marital deduction—but compare Illustration I1), make charity the 
beneficiary, reserving right to change beneficiary. 

(i) Forfeit income tax deduction. 

Property subject to a debt. 

Example (1). Donor owns stock, cost $1,000, worth $3,000. He borrows $1,000, 

pledging the stock as collateral, and contributes the stock in 1957 to a charitable 

organization, which assumes the debt and pays it in 1958 

(a) Treasury view (possibly being reconsidered): $2,000 charitable contribution 
deduction in 1957. However, donor realizes ordinary income in 1957 of 
$666.67, being the excess of the liability assumed ($1,000) over the portion 
(one-third or $333.33) of his $1,000 cost basis for the stock which is allocable 
to such liability. See 4 Journal of Taxation 24 (1956) 

(i) Another reported Treasury view: Donor realizes $666.67 capital gain 
(partial gift, partial sale). 

(b) Taxpayer view re realization of income by donor: no income realized. Should 
be treated same as sale of stock to the charity for $1,000. See Regulations 
Section 1.1001-1(e) 

Ex. (1) Ex. (2) Ex. (3) Ex. (4) 

Basis $30,000 $60,000 $30,000 $90,000 

Selling price to charity 60,000 30,000 30,000 30,000 

Fair market value 90,000 90,000 60,000 60,000 

Gift 30,000 60,000 30,000 30,000 

Gain (or loss) 30,000 


(c) Herff v. Rountree, 56-1 ustc § 9359, 140 F. Supp. 201 (DC Tenn.), government 
app. dism’d, 234 F. (2d) 658 (CA-6, 1956). 

Example (2). Same as Example 1, except that donor borrows $2,000, which debt 

is assumed by the charity. 


(a) Treasury view (possibly being reconsidered): $1,000 charitable contribu- 
tion deduction in 1957. Ordinary income in 1957 of $1,333.33 ($2,000 minus 
two thirds of $1,000). 


(i) Another reported Treasury view: Donor realizes $1,333.33 capital gain. 
(b) Taxpayer view re realization of income by donor: 
(i) Should treat as a sale-capital gain in 1957 of $1,000; or 
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(ii) No taxable event, and no income to donor in either 1957 or 1958. See 
Casey, Tax Shelter in Real Estate (Institute for Business Planning, Inc., 
1957), page 134. 

Example (3). Donor buys land for $1,000 cash and assumption of $3,000 purchase 
money mortgage. Land now worth $8,000, and donor contributes it to a charity, 
which assumes the mortgage. Query: Would Treasury argue that donor, who 
has not recovered any part of his $1,000 cash payment, has ordinary income of 
$1,500 ($3,000 minus three eighths of $4,000)? Should this be different from 
case where donor buys land for $4,000 cash and later mortgages it for $3,000? 
Example (4). Charity does not assume the debt, but takes subject to the debt 
Compare Tennessee law as interpreted in Herff v. Rountree, cited above, with 
In re Estate of Gould, 3 Ohio N. P. (n. s.) 314, 3 Ohio Dec. 701 (1893), and 
Oliver v. Moore, 23 Ohio St. 473 (1872). See Berick “Personal Liability for 
Deficiency in Mortgage Foreclosures,” &8 University of Cincinnati Law Review 103, 
105 (1934); 27 O. Jur. Sec. 279; 111 A. L. R. 1114, 1115, 1128 (1937). Query 
Will payment of debt by charity result in ordinary income to donor? 
Certain premium bonds. 
(a) See IR-138, 1956-2 CB 12; Regulations Section 1.171-2(a)(3). 
Section 306 (“tainted”) stock. 
(a) Bail-out of corporate earnings tax free. No ordinary income upon making 
of gift; charitable contribution deduction allowed. 

(i) Should not have prearranged plan to redeem the stock. See Rev. Rul 
57-328, I. R. B. 1957-28, page 9. 

Unmatured installment obligations 

(a) Contribution will give rise to taxable income to extent of previously un 
reported gain. (Code Section 453(d). See Rev. Rul, 55-157, 1955-1 CB 293.) 

Property as to which income is anticipated but not yet realized by donor 

(a) Income accrued (but unmatured) on bonds or notes prior to donation is 
taxable to cash-basis donor when collected by donee (/:state of Bertha May 

Holmes, CCH Dec. 12,942, 1 TC 508 (1943), taxpayer’s app. to CA-2 dism'd, 

January 25, 1945, overruling Rebekah C. Schoonmaker, CCH Dec. 10,607, 39 

BTA 496 (1939) (nonacq.); Cold Metal Process Company, CCH Dec. 21,657, 

25 TC 1333 (1956), rev'd on other grounds, 57-2 usrc § 9921, 247 F. (2d) 

864 (CA-6). See Annie A. Colby, CCH Dee. 12,141, 45 BTA 536 (1941) 

(reviewed) (acq.)). 

Gift of stock prior to expected declaration of large dividend 

(i) Gift of stock after declaration of dividend and prior to ex-dividend date 

(c) Stock of corporation in liquidation before (or after) shareholder has _ re- 
covered basis in stock through liquidating distributions. 
Methods of Giving. 
(1) Outright. 
(a) Inter vivos giit. 
(b) Charitable bequest at death. 
(2) In trust. 
(a) Charitable foundation. 

(i) “Foundation” for the moderate giver (see Illustration 1). (Code Section 
674(b)(4); John Danz, CCH Dee. 19,013, 18 TC 454 (1952) (acq.), 
aff'd in part sub. nom., John Danz Charitable Trust v. Commissioner, 
55-2 ustc J 9723, 231 F. (2d) 673 (CA-9).) 

(ii) Gift of stock in controlled corporation. See Proposed Regulations 
Section 25.2522(a)-2(b). 

(iii) See O'Shea, “Foundations for Individual and Corporate Purposes,” 
1955 Proceedings, Tulane Tax Institute, page 261; Lectures on Charitable 
Foundations, Proceedings of the New York University Fourteenth Annual 
Institute on Federal Taxation, pages 1-148. 

(b) Donor as life beneficiary, remainder to charity. 

(i) Increasing after-tax income to donor by using charitable trust to switch 

appreciated investments to tax-exempt securities (see Illustration IV). 
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(Code Sections 642(c), 643(a)(5), 651(a), and 652(a) and (b).) See 
Letter Ruling to Pomona College dated March 12, 1958, bearing sym- 
bols T:R:I SB-3, signed by Lester W. Utter, chief, Individual Income 
Tax Branch. 
(c) Bequests to heir of life interest in corpus of trust, remainder to charity, 
can cut down estate tax and leave greater current income to heir 

(i) Estate tax deduction not defeated where a possibility of invasion of 
corpus for comfortable maintenance and support of life beneficiary if 
(1) there is an ascertainable standard covering comfort and support and 
(2) the probability of invasion is remote or the extent of the invasion is 
calculable in accordance with some ascertainable standard. (Rev. Rul. 
54-285, 1954-2 CB 302.) See Ithaca Trust Company v. U. S., 1 ustc ¥ 386, 
279 U. S. 151 (1929). Compare Merchants National Bank of Boston v. 
Commissioner, 43-2 ustc ¥ 9630, 320 U. S. 256. 

(d) Gift of income to charity for a term of years, remainder to donor or other 
designated takers. 

(1) Two-year charitable trust (Code Section €73(b)): (1) Income of trust 
excluded from donor’s taxable income; (2) no charitable contribution 
deduction for income tax purposes (Code Section 170(b)(1)(D)). 

(ii) See Code Section 673(a) re trusts for more than ten years: (1) Income 

of trust excluded from donor’s income; (2) charitable contribution 

deduction if donor’s reversionary interest is not more than 5 per cent 
of trust principal 
‘onditional bequests to charity. (Commissioner v. Estate of L. Sternberger, 
5-1 ustc § 11,504, 348 U. S. 187 (no reliable statistical data from which 
chance charity would take could be computed); U. S. v. Dean, 55-1 uste 
| 11,550, 224 F. (2d) 26 (CA-1) (no proportionate estate tax deduction 
allowed where odds were 11 to 1 that charity woud take bequest); Regula- 
tion Section 20.2055-2(b) (possibility that charity will not take must be 
“so remote as to be negligible” ).) 
(i) Disclaimer may save deduction. See Code Section 2055(a); Regulations 
Section 20.2055-2(c). 


(e) ¢ 


(f) Conditional gifts to charitv. See Regulations Section 1.170-1(e). 

(i) Deduction may be denied where stock of closely held corporation is 
donated to a charitable trust, where the corporation’s fiscal policies are 
controlled by the donor or his family. 

(3) Purchase of life income contract from charitable organization—return based on 

age of donor and actual earnings of funds (see Illustration V). 

(a) Rev. Rul. 55-275, 1955-1 CB 295 
(i) Charitable gift of remainder interest 
(ii) Purchase of life income contract with appreciated property avoids tax 

on appreciation. Reduces cost to donor of charitable gift. 

(iii) Income is fully taxable to donor (or other current income beneficiary). 

(iv) Corpus included in donor’s estate, but offsetting charitable deduction 
allowed. 

(v) If income is payable to survivor of donor, then (taxable) gift by donor 
to such survivor 

(b) Alternative procedure: Create irrevocable trust which invests in mutual 
funds, with remainder over to charity. (Rev. Rul. 55-620, 1955-2 CB 56.) 
(i) Advisory committee may designate the charitable organization (even 

one not presently in existence) to take upon death of life beneficiary. 
(G. C. M. 3016, VII-1 CB 90 (1928).) . 
(4) Purchase of annuity from a charitable organization. 

(a) Purchase made with cash. See Letter Ruling of September 9, 1955, to The 
Board of Christian Education of The Presbyterian Church of the United 
States of America, bearing symbols T:R:I JCF-2, signed by H. T. Swartz, 
director, Tax Rulings Division, reproduced in Gift Annuity Agreements of 
Charitable Organizations (Committee on Gift Annuities, Wise Public Giving 
Series, No. 48, 1955), page 52. See also Rev. Rul. 55-388, 1955-1 CB 233: 
Reeulations Section 1.170-2(a) (3) 
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(i) Amount of charitable gift computed by first determining replacement 
cost of an equivalent commercial annuity, valued on basis of 1937 Stand- 
ard Annuity Mortality Table, 2 per cent interest, ages set back one year, 
loading of 6% per cent. 

(b) Purchase made with appreciated property. See Letter Ruling of September 9, 
1955, cited above. 

(i) Taxable exchange combined with a gift. (G. C. M. 1022, VI-1 CB 12 
(1927).) 

(ii) Rules for taxation of annuity payments and gain on purchase of annuity. 

(5) Contribution of property to a charitable organization and leaseback. 

(a) Boman v. Commissioner, 57-1 ustc 9344, 240 F. (2d) 767 (CA-8), rev’g 
CCH Dec. 21,809, 26 TC 660 (1956). See Albert T. Felix, CCH Dec. 20,178, 
21 TC 794 (1954). But compare Rev. Rul. 54-9, 1954-1 CB 20. 

(i) Contribution of art objects to museum, with reserved interests. See 
Rev. Rul. 57-293, I. R. B. 1957-26, page 13. 

(D) Who Should Give. 
(1) Within the family group, person in the highest tax bracket. 

(a) Tie in with family foundation: parents’ funds available for fulfilling their 
charitable obligations and also those of their children. 

(i) Can reduce gift and estate taxes of parents. 

(2) Gift by closely held corporation rather than by shareholders out of dividends 
paid to them. 

Example: Shareholder in 50 per cent bracket; corporation in 52 per cent bracket; 
$1,000 gift by corporation is equivalent to a $518.40 gift by shareholder after 
corporate taxes and dividend. If dividend paid and no contribution made 
by shareholder, shareholder is in pocket only $259.20. 

(a) Pledge shoild be made in corporation’s name and not in name of share- 
holders. Compare G and R Corporation, CCH Dee. 17,264(M), 8 TCM 970 
(1949). 


ILLUSTRATION | 


Form for Creating Simple Charitable ‘‘Foundation” 
19 


Gentlemen: 


Delivery is made herewith of the property listed in Schedule “A” attached hereto 
and made a part hereof. Delivery of said property constitutes an irrevocable gift of 
same to [name of charity] (hereinafter called “the Federation”) 
upon your acceptance of the gift and of the following terms and conditions: 


1. A fund shall be created which shall be known as the 
Fund (hereinafter called “the Fund”). The Federation may receive additional 
irrevocable gifts from time to time from the undersigned and from any other 
source to be added to the Fund, all subject to the provisions hereof. 


The Federation shall have all powers necessary or in its sole discretion desirable 
to carry out the purposes of the Fund, including, but not limited to, the power 
to retain, invest and reinvest the Fund in any manner it may see fit, without 
being subject to any investment restrictions, statutory or judicial, which would 
otherwise be applicable to it as a fiduciary; the power to commingle the assets 
of the Fund with those of other funds for investment purposes; and the power to 
borrow money when for any reason the Federation deems it advisable, and, as 
security, to pledge or encumber any part of the Fund. No person dealing with 
the Federation shall be required to inquire into its authority to act. No person 
delivering cash or other property to the Federation shall be required to see to 
its application by the Federation. 

The principal and income of the Fund shall be distributed only to organizations, 
including the Federation, of the type to which an individual taxpayer may make 
deductible charitable contributions under the present provisions of the Internal 
Revenue Code of 1954, and which must also be of the type at the time of dis 
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tribution to which an individual taxpayer may make deductible charitable con- 
tributions under the provisions of the then applicable Federal internal revenue laws. 


Distributions out of the Fund of principal and/or income shall be made at such 
time or times and in such amount or amounts as may be directed in writing by 
either or , to such organizations 
of the type described in paragraph 3 above as may be designated in writing by 
either of them. The Federation shall not be liable to any person or organization 
for making any distribution as so directed. 


All net income of the Fund for any calendar year for which no directions for 
distribution have been received in writing by the Federation on or before December 
30th of such calendar year, shall be thereafter held, consumed or used by the 
Federation as it may see fit for any of its lawful purposes. Capital gains and 
losses shall not be taken into account in determining net income of the Fund. 

All principal amounts of the Fund for which no directions for distribution have 
been received in writing by the Federation on or before December 31, 19 

or on or before the date of death of the last to die of 

and , whichever date shall be sooner, shall be thereafter 
held, consumed, or used by the Federation as it may see fit for any of its lawful 
purposes. 


Will you kindly indicate below your acceptance of this gift and of the foregoing 
terms and conditions 
Very truly yours, 


Accepted this day of : . Receipt of the above- 
described property on this date is acknowledged 
{name of charity] 


ILLUSTRATION II 


Illustration of Estate Tax Advantage of Inter Vivos 
Charitable Gift Over Charitable Gift 
by Testamentary Bequest 
The donor, having a net worth of $500,000, wishes to give $250,000 to charity and 
leave remaining net worth to his wife and child. Assume the wife has no estate of her 
own and will leave entire inheritance from her husband to the child at her death. (Figures 
are approximate and do not take account of effect of income tax savings through inter vivos 
gifts, of inheritance taxes, etc.) 
Example I: Inter Vivos Charitable Gift 
Death of Husband 
1. Gross estate, after inter vivos gift to charity $250,000 
2. Less: Marital deduction $125,000 


3 Specific exemption 60,000 
185,000 


Taxable estate $ 65,000 
Federal estate tax $ 10,900 


cath of Wife 
Gross estate (remaining $125,000 of husband's estate is not includ- 
able in wife’s estate; life interest in wife; remainder to child) $125,000 
Less: Specific exemption 60,000 


Taxable estate $ 65,000 
Federal estate tax $ 10,900 
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Example II: Charitable Gift at Death 
Death of Husband 
10. Gross estate 
11. Less: Marital deduction $190,000 
12. Specific exemption 60,000 


43. Charitable deduction 250,000 
500,000 


14. Taxable estate 0 


Death of Wife 

15. Gross estate (remaining $60,000 of husband’s estate not given to 
charity is not includable in wife’s estate; life interest in wife; 
remainder to child) $190,000 
Less: Specific exemption 60,000 


Taxable estate $130,000 

Federal estate tax $ 29,700* 
Comparison of Estate Tax Liabilities 

Gift at death—total tax on two estates $ 29,700 

Inter vivos gift—total tax on two estates 21,800 


Tax saving through inter vivos gift $ 7,900 


* If, in Example II, the husband had left $250,000 outright to the wite, the tax on her 
estate would have been $47,700. Further, if the charitable gift had not been made, the total 
estate tax on both estates would have been $95,400. Had the wife predeceased her husband, 
and had there been no charitable gift, the estate tax would have been $126,500 


ILLUSTRATION Ill 


Illustration of Increase 
in Retirement Income Through Charitable Gifts 


The donor, age 60, each year for six consecutive years purchases a life income contract 
from a charitable organization for $10,000. Average investment yield of charity's portfolio 
is 4 per cent. The donor is in 50 per cent tax bracket. 

Amount Net Cost of 


of Gift to $10,000 Gift Cumulative Annual Yield 
Charity After Tares Net Cost Dollars % of Investment 


$ 6,032.10 $ 6,983.95 $ 6,983.95 $ 400 5.73% 
6,157.80 6,921.10 13,905.05 800 
6,283.50 6,858.25 20,763.30 1,200 
6,408.90 6,795.55 27,558.85 1,600 
6,533.70 6,733.15 34,292.00 2.000 
6,658.00 6,671.00 40,963.00 2,400 


75% 
78% 
81% 
83% 
86% 


navn 


$38,074.00 $40,963.00 


By investing $40,963 (net cost after tax benefits of charitable gifts), the donor obtains 
$2,400 annual retirement income payments, or a return of 5.86 per cent on his investment 
This constitutes $761.48 of additional annual retirement income for life over the $1,638.52 
annual return on $40,963 invested at 4 per cent. In addition to increasing his retirement 
income, the donor has contributed $38,074 to charity, and at his death the charity holds 
$60,000 outright for its own uses and purposes 
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ILLUSTRATION IV 


Illustrative Example of Substantial Increase in Spendable Income of 
High-Bracket Taxpayer Through His Making Charitable Gift 
of Appreciated Property 


The donor, age 60, has stock which cost him $2,000 and which has a present market 
value of $10,000. The donor is in the 75 per cent tax bracket. 
Donor contributes 
stock to a chari- 
table trust, reserv- 
Donor sells stock ing life income. 
and invests met Trust sells stock, 
proceeds in tax- invests proceeds in 
exempts yielding tax-exempts yield- 
2Y, per cent ing 2% per cent 
Tax on sale of stock $ 2,000.00 None 
Charitable deduction None 032.10 
524.07 


Amount available for investment in tax-exempts $ 8,000.00 $10,000.00 


$ 6 
Tax saving due to gift None $ 4 
0 


Annual return to donor from investment in 

tax-exempts $ 200.00 $ 250.00 
Annual net yield from reinvestment of tax 

savings (item 3) in tax-exempts yielding 2% 

per cent None q 113.10 
Total annual yield after taxes (item 5 plus 

item 6) $ 200.00 $ 363.10 


The donor, being in 75 per cent bracket, and holding stock worth $10,000 and yielding 
a 5 per cent return, or $500, could keep only $145 a year after taxes. By selling the stock 
and reinvesting the net proceeds (after capital gains tax) in tax-exempt securities yielding 
2% per cent, he increases his after-tax annual return to $200 a year. By making a gift, 
in trust, of the stock, whereby at his death a charity gets $10,000, the donor increases his 
after-tax income to $363.10 and still retains outright ownership of $4,524.07 worth of 
tax exempt securities. Further benefits to the donor and the designated charity are 
obtainable in today’s tax-exempt bond market, for bonds purchased at a discount will be 
redeemed in later years at par. 


ILLUSTRATION V 


Illustrative Example of Out-of-Pocket Cost of Combining Life Income Agreement 
with Currently Deductible Charitable Gift 


The donor, age 60, has stock which cost him $1,000 and which has a present market 
value of $2,000. The donor is in the 50 per cent tax bracket. 


Donor sells stock 
and purchases a Donor _ purchases 
commercial annu life income con- 
ity with net pro tract from a chari 
ceeds table organtsation 
1. Tax on transaction (25 per cent of $1,000) $ 250.00 None 
Charitable deduction None 1,206.42 
Tax savings on transactions None $ 603.21 
4. Annual return from investment of tax savings 
in commercial annuity contract (6.52 per 
cent rate) 
(a) Before taxes None > 39.33 
(b) After taxes ($33.14 excluded with 50 
per cent tax on $6.19) None 36.24 
5. Amount invested in contract $ 1,750.00 2,000.00 
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5.64% * 
112.80 
None 
112.80 
56.40 


6.52% * 
114.10 
96.15 
17.95 


8.98 


Annual return 


Annual income 


Annual income excluded from income tax 
Annual taxable income 
Tax on item 9 


Annual net yield after taxes from contract 


(item 7 minus item 10) 105.12 56.40 


Annual net yield after taxes from reinvested 


tax savings on charitable gift (item 4(b)) None 36.24 


Total annual yield after taxes (item 11 plus 


item 12) $ 105.12 $ 92.64 


The cost to the donor is $12.48 per annum ($105.12 minus $92.64). Assuming a life 
expectancy of 14.5 years (based on combined experience mortality table used by commer- 
cial life insurance companies), the cost to the donor of making a $2,000 charitable gift at 
death is only $180.96. Assuming a life expectancy of 18.2 years (based on tables used 
under Section 72 of the Code (see Regulations Section 1.72-9, table 1)), the cost is only 


$227.14. [The End] 


WILL LACKING TO USE PRETRIAL CONFERENCES 


One of the articles in our July issue 
proposed use of “pretrial conferences” 
in tax cases. This subject was one 
which was discussed at the recent 
Attorney General’s National Confer- 
ence on Congestion in the Courts, 
although without specific reference to 
Professor Delmar Karlen 
of the Institute of Judicial Adminis- 
tration told the conference: 


tax Cases. 


“For a number of years, the Judi- 
cial Conference of the United States 
has been urging that pretrial confer- 
ences be used in every case, and last 
month Chief Justice Warren stated 
his concurrence that the pretrial con- 
ference ‘should be as much a part of 
our Federal court procedure as the 
other requirements set down in the 
Rules of Civil Procedure for process- 
If a mandatory rule is 
adopted, it will undoubtedly help. But 
it cannot be expected to do the whole 
job. . . . If pretrial conferences 
become purely pro forma affairs, they 
may waste more time than they save. 


“The 


ing a case.’ 


difficulty lies deeper than 
rules. It concerns fundamental atti- 
tudes toward litigation. Some mem- 
bers of the bench and bar simply do 
not like the pretrial conference be- 
cause they consider it beneath their 
dignity. This attitude was privately 
expressed by a judge in New York 


City recently who said, ‘I didn’t put 
on black robes to become a glorified 


claims-adjuster.’ His picture of a 
judge was a person whose sole func- 
tion was to preside in Olympian 
splendor at dramatic trials. Unfor- 
tunately, his picture is not an uncom- 
mon one. It is shared not only by 
many dramatists and scenario writers, 
but also by a fair number of lawyers. 
What they fail to remember 
is that the only audience they usually 
have in a civil case is a captive 
one—namely, the jury. 

“They also forget that most civil 
cases are on the calendars not to be 
tried but to be settled. . . . the 
only way to keep abreast of the flood 
of litigation is to dispose of the vast 
bulk of cases through means other 
than trial. Trials are exceptional 
events—not the ordinary business of 
the civil courts. 

“Just as in criminal courts, most 
prosecutions result in pleas of guilty, 
obviating trial, and in probate courts, 
most matters are uncontested, obvi- 
ating trial, so also in civil courts, the 
overwhelming majority of cases can, 
should and must be disposed of with- 
out trial. Once this fact seeps into 
our consciousness, attitudes toward 
the pretrial conference may change. 

What is lacking now is not 
the machinery, but the will to use it.” 





? Return recently paid by Pomona College 
Claremont, California 
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1 Return recently paid by a major United 
States commercial insurance company. 
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LIFO Inventories 


The article we published last month by Professor J. F. Barron on the 

LIFO inventory method has provoked considerable comment. This comment is 
criticism of his conclusion that LIFO was not intended as a method 

of inventory to be used by all taxpayers. To substantiate 

his conclusion, Professor Barron discussed the statute, the regulations 

and the decisions, such as Hutzler Brothers, Kaufmann and Baer Company, R. H. Macy 
& Company and Riverside Manufacturing Company. We have grouped three 


comments on the LIFO article. 


The first is that of 


Maurice E. Peloubet, of Pogson, Peloubet & Co., New York, who 
has for many years been closely associated with the development of the LIFO 
method of inventory. Mr. Peloubet's comments follow immediately below. 


Barron has made several 

references to me in his article “How the 
Retroactive Election of the LIFO Option 
Works,” I thought I should point out the 
more important inaccuracies and correct 
Professor Barron's statements where these 
conflicted with the actual history and effects 


of LIFO. 


Professor 


S_ Professor 


Barron seems to be making 
several different points in his article, some 
of which to the best of my knowledge state 
the case accurately, while others appear to 
be based on misconceptions 

The statements on the possibility of mak 
ing a retroactive election or of holding open 
the time for making an election, because of 
the inapplicability or incorrectness of Treasury 
regulations, are, I think, substantially correct 
and have been confirmed by court decisions. 
Everyone is entitled to his own opinion on 
the and wisdom of holding tax- 
payers to a strict accountability for actions, 
the consequences of which could not pos- 
sibly have been foreseen. However, this is a 
general criticism of tax administration and 
the overly protective attitude of the Treasury 
may not always be open to criticism. 


fairness 


Another principal point of more general 
importance than the previous one is the at- 
tempt, which runs through the whole article, 
to show that any development or expansion 
of the use or application of LIFO must 
necessarily be opposed to the intent of Con- 
gress. This, in turn, seems to be based on 
the implicit assumption that accounting 
methods, and naturally methods for deter- 


LIFO Inventories 


mining taxable income, should not change 
or develop in any way. Barron 
seems to think, because an opinion was 
given or a statement made over 20 years 
ago on the application or usefulness of an 
accounting method, that this should not be 
changed and that anything done by Con- 
gress, the courts or the Treasury, on the 
basis of the knowledge and methods of 20 or 
more years ago, must remain forever fixed 
and unaltered. 


Pre yfessc Tr 


The most superficial examination of the 
history of accounting and accounting methods 
shows that while a few broad principles 
remain unchanged, their application is in a 
constant state of flux, roughly paralleling 
the changes in finance, industry and gov- 
ernment. 


It is perfectly true that the earlier pro- 
ponents of LIFO, including myself, thought 
of the method as primarily applicable to the 
processing industries. However, it is equally 
true that the basic principle underlying 
LIFO remains, that is, that an investment 
in an inventory which must be permanently 
maintained should not be written up or 
written down because of changes in market 
conditions. 

The 1938 LIFO legislation was a master- 
piece of awkward and inept drafting. It 
was not at all what the proponents of the 
legislation, either in or out of Congress, in- 
tended or desired. Its only virtue was that 
it recognized, in an awkward and limited 
the principle. No one 


general was 
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Unless one takes the position that 

the donning of judicial robes 

carries with it the guarantee that 

the wearer can thereafter do no 
wrong, and the further guarantee that 
the wearer will remain forever free 

of those physical and mental 
disabilities which beset the rest of 
mankind, it is fairly self-evident 

that every judicial system 

must provide some method of removing 
from office that small minority of 
judges who either will not or cannot 
perform their duties in a reasonably 
satisfactory manner.—Arnold M. 
Flamm, in the August, 1958 issue of 
the Illinois Bar Journal. 


happy with it, least of all the Ways and 
Means Committee and the Senate Finance 
Committee. 


It was for this reason that three con- 
sultants were appointed to draft the 1939 
legislation, which has since remained on the 
statute books unchanged. In passing, it 
seems odd that, if Congress did not really 
mean what it said when it passed legislation 
permitting all or any taxpayers to use LIFO, 
as Professor Barron contends, it should re- 
main on the statute books unchanged for 
almost 20 years. I can hardly believe that 
Congress enacted legislation of this im- 
portance, which corrected previous attempts 
at legislation on the same subject, without 
considering its purpose and effect, and it is 
even harder to believe that Congress, and 
particularly the capable and alert staff of 
the Joint Committee on Internal Revenue 
Taxation, could have been completely un- 
conscious of the important events going on 
in the courts, the Treasury and the Internal 
Revenue Service, when the decisions in the 
Hutzler Brothers’ and the Basse* cases were 
handed down. 


Is it not more reasonable to believe that 
Congress, along with the business com- 
munity, the legal profession, and the ac- 
counting profession, observed the development 
of the LIFO principle and concluded that 
the development was proper and healthy, and 
should not be disturbed ? 


One of the basic inaccuracies in Professor 
Barron’s article is the persistent, and appar- 
ently intentional, confusion of the LIFO 


and the base-stock methods. It is true that 
the purposes of the two methods are similar, 
but the techniques are radically different. 
My first acquaintance with base stock was 
in 1916 in Great Britain. It took me until 
the middle 1930’s to realize that base stock 
had technical faults and that LIFO should 
be substituted for it, as this method had 
most of the advantages of base stock and 
was more amenable to control and easier of 
administration. 


I am happy to say that as time went on 
and my experience increased, my views on 
the applicability and the technical features 
of LIFO also changed and developed until 
it became clear to me that the basic prin- 
ciple of LIFO, that is, the maintenance of 
an unchanged inventory investment, could 
not, in many cases, be brought about by 
the earlier types of application, primarily 
suited to the processing industries. 


I do not believe that I have changed my 
views on the general principle of maintain- 
ing an unchanging inventory investment at 
an unchanging value from 1916 to the 
present time, but I freely admit that my 
views on the applicability and the methods 
of application of this principle have, I hope, 
changed and developed with the changes in 
the business and the economic climate 


Perhaps a consideration of some of Pro 
fessor Barron’s specific inacurracies will bring 
these points out better. On page 569 he 
states: “As early as 1919 it was officially 
announced that the LIFO principle was not 
in conformity with the tax law.” The refer 
ence for this is given as T. B. R. 65, 1 CB 
51. This statement could not possibly be 
true because LIFO was not devised or 
named until the middle 1930’s. The refer- 
ence relates entirely to base stock, which 
everyone agrees has never been permitted 
for tax purposes in this country. 


He states: “In the years that followed, 
the Treasury continued to refuse to allow 
the use of LIFO for tax purposes. It was 
upheld by the courts.” The reference to this 
is to the Kansas City Structural Steel Com 
pany case*® and others on the same point 
Here again, the issue was not LIFO, which 
did not even have a name in 1929, the time 
of the Kansas City Structural Steel Company 
case, but the base-stock method, 


In 1929 I presided at a session of the 
International Congress on Accounting in 
New York, devoted to the subject of base 





1 Hutzler Brothers Company, CCH Dec. 15,547, 
8 TC 14. 
? Hdgar A. Basse, CCH Dec. 16,264, 10 TC 328. 
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Truck operators pay one third 

of all special automotive taxes 
levied in ti.e nation.—Automobile 
Manufacturers Association. 


stock. Speakers from various countries gave 
papers and illustrated what was undoubtedly 
the most advanced thought on the subject 
at that time. In al! those papers there was 
no mention of LIFO. 


I will pass over Professor Barron’s specu 
lations on what may have been in the minds 
of Treasury officials. Obviously, this has no 
bearing on the intent of Congress as it is the 
common experience of almost every tax 
practitioner that the Treasury and the In- 
ternal Revenue Service generally construe 
what seem to be relief provisions as strictly 
as possible against the taxpayer. 


Barron states: “In addition, 
three members of the institute [the Ameri- 
can Institute of Accountants] served as ad- 
visers to the Treasury in preparing the 
inventory provisions of the Revenue Act of 
1939.” This statement is factually correct. 
The it gives, whether this is 
intentional or not, is that the three account- 
ants were repre sentatives or were recom- 
mended or had some relation to the American 
Institute of Accountants 


Professor 


impression it 


The only connection they had with the 
institute was as members. They consisted 
of Edward A. Kracke, a partner of Haskins 
& Sells, who had taken a very large part in 
the development of LIFO through the work 
the American Petroleum Institute; Roy 
: Kester, the head of the Columbia School 
Business, who was presumably chosen 
because, as an educator, he would have an 
objective point of view; and Carman G. 
Blough, who at the time was a partner of 
Arthur Andersen & Company. These men 
were selected because of their eminence in 
the profession, and they were selected by 
the government 
The 


Carman G 


next sentence to 
Blough as an “official of the 
institute” is quite inaccurate. Mr. Blough at 
that time had no connection with the Ameri- 
can Institute of Accountants beyond his 
membership, and it was not until 1944 that 
he became director of research of the Ameri- 
can Institute of Accountants. While Mr. 
Blough’s eminence in the profession is uni- 
versally acknowledged, it is still true that in 
his capacity as director of research, he 
cannot commit the institute. 


reference in the 
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I do not mean to say that I disagree with 
Mr. Blough’s statement, quoted by Profes- 
sor Barron: “Everyone who has given any 
consideration to the question of costing in- 
ventories recognizes that there are certain 
types of businesses to which [LIFO] 
is not at all appropriate.” It is a matter of 
personal opinion as to which particular in- 
dustries or businesses LIFO does not apply, 
but it is certainly true that it is not uni- 
versally applicable and it was for that 
reason that the statute provided for an 
election to use LIFO. 


The next two quotations from Mr. Blough 

“Businessme® and their accountants could 
be trusted not to adopt an unreasonable or 
inappropriate method of accounting for gen- 
eral corporate accounting purposes, even 
though they might find some tax advantage 
in so doing,” and “Sound accounting prin- 


ciples must not be prostituted for the sake 
of tax savings”—are of equally general ap- 
plication, and I agree with him completely. 


I am sure that taxpayers who use the 
LIFO inventory method believe that it re- 
sults in a more accurate application of cur- 
rent costs to current sales than any other, 
and that it produces a more accurate state- 
ment of income. The question of the residual 
valuation of inventories has been dealt with 
in the bulletins of the Committee on Ac- 
counting Procedure of the American Institute 
of Accountants and by other writers. 


Professor Barron makes several quotations 
from articles and statements written by me. 
I have already stated that I do not have a 
closed mind on accounting matters and that 
accounting must change and develop with 
the business and economic climate, and I 
would not like to feel that accountants are 
bound forever to maintain a position merely 
because they have taken it once or at one 
time, 


For example, our firm, in common with 
the rest of the profession, made radical 
changes in the audit of inventories and 
accounts receivable following the McKesson 
& Robbins case. Many examples could be 
given of changes in accounting methods and 
procedures brought about by business and 
economic changes. 


pardoned for a little 
speculation of the type which Professor 
Barron so freely indulges in. The two 
gentlemen other than Mr. Blough who acted 
as advisers on the 1939 legislation were both 
men of very broad experience. Mr. Kracke 
was a partner in an international firm of 
accountants and had represented his firm in 
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Europe and other countries for some years. 
He was a man of wide general and economic 
culture. It is quite reasonable, if we wish to 
indulge in speculation, to think that he 
could have foreseen the more general appli- 
cation of LIFO, and it is quite possible that 
he wished to provide for what he could see, 
perhaps dimly, in the future. Professor 
Kester was a man of similar broad cultural 
background. He was a prolific author and a 
distinguished teacher. It is hard to believe 
that he advocated legislation which per- 
mitted all taxpayers, who needed to use 
inventories to determine income, to use 
LIFO without realizing, at Jeast in a broad 
and general way, what he was doing. 
Regardless of what I believe is a legal 
principle—that is, that when the words of a 
statute are clear, no further interpretation is 
necessary—I cannot see much justification 
for Professor Barron’s statement that “Avail- 
able evidence indicates that it was not the 
intention of Congress, the business com- 
munity or the Treasury that LIFO be used 
by any and all business firms.” It may be 
possible that the evidence available at this 
late date to Professor Barron may have 
given him some such idea, but I can assure 


the readers of TAxes that there was no evi- 
dence whatever that Congress had any 
reservations on the 1939 legislation. 


The quotations in Professor Barron’s arti 
cle from Senator Longergan and Senator 
Johnson were from speeches made in the 
debate on the 1938 act. The LIFO legisla- 
tion in the 1938 act was presumably an 
attempt to embody what was at that time 
the intent of Congress. 

After the passage of the 1938 act it be- 
came perfectly clear that the LIFO section 
was unworkable. The appointment of the 
three advisers and the passage of the 1939 
legislation, together with the fact that it 
has remained unchanged to this day seems 
to me to be conclusive and, I may 
readily available evidence that the intention 
of Congress in the 1939 legislation was en- 
tirely different from that on which the 1938 
legislation was based, and that the 1939 
legislation was the expression of an inten- 
tion to allow the use of LIFO, in 
form and under some proper regulations, to 
any taxpayer which used inventories in the 
determination of its income. 


Ss iy, 


some 


Maurice E. PeLouse' 


A second comment on the Barron article appears below. It was 
written by H. T. McAnly, partner, Ernst & Ernst, Cleveland. 


| pence el NT Professor J. F. Barron’s 
conclusions that it was not the intention 
of Congress, the business community or the 
Treasury that LIFO be used in all busi- 
nesses, as set forth in his article in your 
August issue, are based upon apparent mis- 
interpretations of what his extremely limited 
research disclosed as “available evidence.” 
The Revenue Act of 1939 extended LIFO 
to all taxpayers. It is an order of pricing 
of an inventory and thus is available to all 
taxpayers who have an inventory to price. 


The types of businesses covered by the 
1938 act (tanners and nonferrous ore proces- 
sors) have inventories that are made up of 
uniform goods not subject to style changes, 
etc., and thus offer no difficulty in LIFO 
pricing on a common-physical-unit basis. 


When LIFO was extended in the 1939 
act, its application would have been limited 
if practical mechanics had not been devel- 
oped early in 1941 which converted to a 
common denominator the complex inven- 
tory of thousands of items subject to design 
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and style changes, such as are found in the 
usual manufacturing retail 
establishments. 


businesses or 


The statements attributed to the several 
accountants in 1939 by Assistant Professor 
Barron, as to the limitations of LIFO ap- 
plication, were no doubt based upon the 
assumption that LIFO called for the match- 
ing of physical product units in the beginning 
and ending inventories, seemingly an ex- 
cusable and natural mistake since the only 
LIFO mechanics in then were 
those used by the companies having simple 
inventories for which LIFO was originally 
developed. 


evidence 


However, the basic principle underlying 
LIFO—that current profits should not be 
affected by price fluctuations of the perma- 
nent investment in inventory which is a 
requisite of a going concern—called for the 
development of mechanics which would freeze 
the inventory investment, whether it con- 
tained $50,000 of ore or $50,000 of merchan- 
dise in a retail establishment. 
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In May, 1941, I presented a manuscript, 
entitled “A Practical View of the Last-in, 
First-out Principle of Inventory Valuations,” 
to the Central States Accounting Confer- 
ence held in Chicago under the auspices of 
certain CPA state societies and the American 
Institute of Accountants. In this paper, 
which was published by the American in- 
stitute as a part of the proceedings of the 
conference, it was suggested that an answer 
could be found by dealing with the inventory 
of any business unit as a composite in terms 
of dollars and computing the index of price 
change contained in the ending inventory as 
compared with the beginning-of-year costs 
The index of applied to the 
end-of-year costs sets forth the inventory 
equivalent at beginning-of-year price levels 
If there an in the aggregate 
quantity of inventory measured in beginning- 
of year cost dollars, the increase would be 
valued at current-year cost by adding to 
such increment the price-increase factor 
This method was adopted by a number of 
businesses (manutacturers, wholesalers and 
retailers) as a sound method of applying the 
LIFO principle to a complex inventory 


price change 


was increase 


Internal 
things, 
where 


However, the then Bureau of 
Revenue contended, among other 
that LIFO could be applied only 
there was a matching of specific items of 
goods. 

The test case was Hutcler Brothers; 
Baltimore department store. It came to trial 
before the Tax Court on November 13, 1945. 
On January 14, 1947, the court, by a 14-to-2 
vote, found in favor of Hutzler Brothers 
The court held that specific identification of 
goods was not required, that the inventory 
unit could be expressed in terms of depart- 
mental total dollars and that the results 
obtained by departmental pooling and applica- 


a 


tion of indexes of price changes (determined 
on a national and not on an individual-store 
basis) resulted in compliance with Section 
22(d) of the 1939 Code 

On March 4, 1948, T. D. 5605, 1948-1 CB 
16, was issued permitting retailers to use the 
method, and retroactively so. Stores that 
had elected LIFO and had been denied its 
use by the Bureau of Internal Revenue and 
had paid deficiencies, obtained refunds cov 
ering the vears back through 1941 which 
had been kept open taxwise by waiver of 
the statute of limitations 

The Basse case® (a grocery chain) was 
decided in favor of the taxpayer February 
19, 1948. The Tax Court, citing its decision 


* Cited at footnote 1. 
5 Cited at footnote 2. 
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The private dollar sent abroad will do 
more to promote our economy than 
public funds.—Senator T. E. Martin. 


in Hutsler, held that LIFO did not have to 
be applied by specific items and that group- 
ing on a total departmental dollar-unit basis 
complied with the statute. Another test case 
—Sweeney & Company, Inc.° decided Feb- 
ruary 27, 1948—stated that LIFO dollar 
value was acceptable. 

The Treasury on November 2, 1949, issued 
T. D. 5756, 1942-2 CB 21, amending its 
regulations retroactively to conform with 
that It permitted the use of the 
“dollar-value” method, “or any other method 
established to the satisfaction of the Com- 
missioner as reasonably adaptable to the 
purpose and intent of the statute.” 


decision 


Also available to the assistant professor, 
1941, are many articles which have 
been published covering the application of 
the dollar-value method of LIFO and which 
have made it possible for many conipanies 
with complex inventories to prevent infla- 
tion of profits which would have resulted 
had they been required to write-up their 
continuing investment in inventories to cur- 
rent cost levels. 


since 


Also the number of companies actually 
using LIFO is not a true indication of its 
acceptability by business—for many com- 
p2nies with complex inventories were dis- 
couraged from electing it by the Internal 
Revenue during the early 1940's 
Not until 1949 were the regulations amended 
to embrace the dollar-value method. In the 
interim period, cost levels had risen to such 
an extent that in many situations cost levels 
were deemed too high to freeze as a floor 
for future income determination re- 
quired under the existing statute. the 
were postponed awaiting more 
favorable cost levels or amendment to the 
law which would eliminate the inequity of 
an unequal tax position by permitting write- 
downs in the event of a price decline below 
the starting level 


Service 


is 


So 


as 


elections 


However, in spite of the confusion and 
the original restrictive interpretation of the 
then Bureau of Internal Revenue, the intent 
of the business community as regards ac 
ceptance of the LIFO principle should be 
apparent from the following factual data: 

The July, 1958 issue of Fortune listed the 
500 largest industrial companies (ranked by 
sales) Thirty-seven of these companies 





®©CCH Dee. 16,282(M), 7 TCM 121. 
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have sales volumes of over $1 billion. Pub- 
lished statements disclose that 23 of the 37 
are users of LIFO. Eight of the first ten 
use the LIFO principle. Of the 14 com- 
panies with sales of over $2 billion, 11 embrace 
the LIFO principle. 

It is particularly significant to note that 
the United States Department of Commerce, 
in its determination of national business 
income, develops inventory valuation ad- 
justments which in effect put a// industry on 
a LIFO basis. Its 1951 income supplement 


on page 39 makes the following statement: 
“The LIFO method of inventory accounting 
yields results most akin to national income 
practice.” 

In other words, to determine national 
business income on a sound basis, our 
Department of Commerce excludes from 
income any amounts which result from price 
fluctuations in continuing inventory in 
vestments, 


H. T. McANLy 


Richard B. Barker, of Ivins, Phillips & Barker, Washington, D. C., was one 
of the attorneys involved in the trial of the Hutzler Brothers LIFO case. 
He wrote a letter to Professor Barron, excerpts from which appear below. 


HAVE just hastily read your article on 

LIFO in Taxes for August, 1958. As 
one of the lawyers involved in the trial of 
the Hutzler Brothers case," I feel that I must 
make a strong objection to a statement in 
your article that it was not the intent of 
Congress in the Revenue Act of 1939 to 
extend LIFO to all taxpayers. In particular, 
I refer to your sentence in the; conclusion 
which states that “Available evidence indi 
cates that it was not the intention of Con- 
gress, the business community or the Treasury 
that LIFO be used by any and all business 
firms.” 

One of the rules of legislative construction 
is that the statements of nonofficial wit- 
nesses before Congressional committees are 
not valid evidence to determine Congres- 
sional intent. Ergo, statements of account- 
ants such as Mr. Blough, not even made 
before the Congressional committee in enacting 
the Revenue Act of 1939, can be of no help 
whatsoever in determining Congressional in- 
tent. Furthermore, it is axiomatic to a 
lawyer that where a statute is clear and 
unambiguous on its face, there is no need to 
resort to legislative history to determine its 
meaning. It seems to me to be just plain 
common that when the 1938 act 
limited the application of LIFO to a certain 
few types of taxpayers and these limitations 
were removed in the 1939 act, the statute is 
clear and unambiguous on its face and that 
Congress in removing the limit.tions clearly 
intended LIFO to be made applicable to all 
taxpayers, provided they complied with one 
limitation, that is, that they use LIFO in 
stockholders, creditors 


sense 


reports to 


and so 


forth. I, therefore, refer you to the long 
established rule of construction of expressto 
unius est exclusio alterius 

In my opinion the above discussion re 
garding the rules of statutory construction 
should solve our problem. However, if re- 
sort to legislative history is deemed neces 
sary, then too we find that your interpretation 
of the intent of Congress is in error. 

In S. Rept. 648, Seventy-sixth Congress, 
First Session, page 6, Mr. Harrison, chair 
man of the Senate Finance Committee, re 
ported on the 1939 Revenue Act. He said 

“Under existing law an optional method 
may be used only by tanners and producers 
and processors of nonferrous metals. Under 
the bill the option is extended to all tax 
payers who use it, apply for it, and use it 
consistently, regardless of the business in which 
the taxpayer is engaged.” (Italics supplied.) 

In the light of the clear unambiguity of 
the statute and in the light of the clear and 
explicit legislative interpretation, the state 
ments in your article regarding the intent of 
Congress under the 1939 act are in my view 
incorrect. 

If your statements relative to intent ot 
Congress are incorrect, then that part of 
your article which deals with the proper 
usage of LIFO (I am not discussing the 
retroactive your article) must 
fall. If the intent of Congress is clear, tax 
payers cannot be bound or held to Treasury 
intent or the contemporaneous intent of a 
certain few members of the accounting pro 
fession. 


aspects of 


RicHArpd B. BARKER 





7 Cited at footnote 1. 
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WASHINGTON TAX TALK 


The President now has the Forand bill, the Mills bill, the so- 
cial security bill and the pension and welfare disclosure bill. 


The Congress 


What has been popularly known as the 
Forand bill (H. R. 7125) has been passed 
by both Houses of Congress and will prob- 
ably be law by the time you read this. This 
law is the first over-all technical revision of 
the general excise tax provisions since 1932. 
The changes made in the law affect almost 
all of the excise taxes: those on the manu- 
facturer and the and the stamp 
taxes, the liquor taxes, efc. \ change in 
the 10 per cent jewelry tax is provided for 
by a specific list of taxable from 
amber to zircons. A 10 per cent tax on 
luggage now applies to a listed category of 
articles from bathing suit ward- 


retailer, 


stones 


bags to 
robe cases 

What has been popularly known as the 
Mills bill (H. R. 8381) has also been passed 
and, by the time you read this, will probably 
be law. This bill began its long and tortu- 
trek through the unautomated legis- 
lative factory on the Hill on June 26, 1957. 
It has been “milled” into the Technical 
Amendments Act of 1958 and the Small 
Business Tax Revision Act of 1958. It 
contains 109 sections. It now includes major 


ous 


substantive changes in law as well as tech- 
nical or perfecting amendments and amend- 
ments ¢ 

Another bill with which tax 
indirectly concerned 1s_ the federal 
Welfare and Pension Plans Disclosure Act. 
This bill, which we expect to become law, 
require the disclosure of information 
financial private em- 


hanging effective dates 
men will be 


new 


will 
through reports of 
ployee welfare and pension benefit plans of 
more than 25 em- 


this law is to 


which 
ployees lhe 
protect the interests of the participants in 


all types cover 


purpose ol 


the plans, their beneficiaries and employers. 
Today, approximately 84 million persons are 
dependent in some way upon the benefits 
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which these plans promise. Nearly $10 bil- 
lion is contributed each year to welfare and 
pension plans, and reserves for pension 
plans alone are approximately $30 billion. 
While the primary responsibility for polic- 
ing the plans still rests on the shoulders 
of the participants, the law will help with 
its provisions for criminal penalties for will- 
fully false such reports and 
for the outright refusal to file the required 
documents. 


swearing to 


Another bill which wil! concern tax men 
indirectly is the new social security bill. If 
this bill becomes law, and at this writing it 
is on the President's desk, benefits will be 
increased and so will the tax base 
résumé of some of the 
general changes that the Technical Amend- 
ments Act makes in the provisions of the 
1954 Code. As you can see by reference to 
the table at page 672, some 109 sections 
of the Code have been affected. This table 
will enable you to spot quickly those sec- 
tions of the Code which have been amended, 
modified or added to 


Here is a more 


Affecting small business.—Here are the 
highlights of the sections having to do with 
small business. The holder of stock in a 
small corporation who sells the 
stock at a loss (or if it becomes worthless) 
may treat such ordinary 
within certain limitations. First, the stock 
must be that of a small business, which, 
which has 


business 


loss 


loss as an 


one issued about 
$500,000 worth of stock and the amount of 
t 


he issue plus the equity capital of the cor 


roughly, is 


poration is less than $1 million. The loss 
treatment is available to the person to 
whom the stock was originally issued, and 
the limit of the loss is $25,000, or $50,000 
in case of a joint return a small busi- 
ness may carry a net operating loss back 
three years and five 


forward for years 
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a depreciation bonus of a 20 per cent 
deduction in the year of acquisition is al- 
lowed for both new as well as used property 
acquired for use in the operation of a small 
business a small business may accu- 
mulate $100,000 without running afoul of 
the surtax on unreasonable accumulations 

the estate taxes of a small businessman 
can be paid over a ten-year period. 


Affecting corporations.—The 1954 Code 
has been corrected to eliminate the possi- 
bility of a double allowance for a charitable 
contribution because of the interrelationship 
of the net operating loss carry-over and the 
charitable contributions carry-over for cor- 
porations. Now a charitable contribution 
will reduce taxable income only once. This 
adds Section 170(b)(3). A somewhat similar 
change is made for foreign personal hold- 
ing companies, amending Section 556(b). 

The special 85 per cent deduction for divi- 
dends received is changed in such a way 
that the stock must be held for a period of 
time before selling if the dividend credit is 
to be availed of. Before this amendment, it 
was possible to match short-term capital 
gains, short-term capital and the 
dividend to make a tax saving. 

The Code is amended to grant relief 
stemming from a liquidation distribution to 
any minority stockholders, whether they 
are corporations or individuals. In the first 
taxable year a minority stockholder receives 
a distribution in complete liquidation, he 
shall increase the amount received by his 
proportionate share of the tax the liquidat- 
ing corporation would have saved if it 
could have applied Section 337. Then he 
credits against his tax (computed by includ- 
ing such amount in his liquidation distribu- 
tion received) the amount of tax by which 
his income was so increased, as if he had 
made a timely payment of this amount as 
part of his tax. The provision applies only 
where the plan of complete liquidation was 
adopted on or after January 1, 1958. 


losses 


A new Section 341(e) is added to restrict 
collapsible corporations. Tests are imposed 
that the 
ordinary income in a corporation’s assets 
is relatively small in comparison to the total 
assets of the corporation, taking into ac- 
count the tax status of the shareholders of 
the corporation, so that they will not be 
able to change the character of their income 
merely by employing the corporate form of 
doing business. 


to insure amount of unrealized 


The new rules apply to 
taxable years beginning after 1957, but only 
with respect to sales, exchanges and distri- 
butions after the date of enactment. 
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The substituted basis of property received 
in certain types of corporate organizations 
and reorganizations must be reduced by the 
amount of loss which was recognized on the 
exchange. This provision eliminates any 
confusion which might otherwise arise in 
determining basis where, although the trans- 
action may be regarded as two separate 
exchanges, a single kind of property is re- 
ceived. This amends Code Section 358(a) 
(1)(A). 

Code Section 391 has been amended. The 
1939 Code provided tests for treating acqui- 
sitions by a subsidiary of its parent's stock 
by purchase from another stockholder as if 
the parent were redeeming its stock, with 
the possibility of the receipt of the money 
or other property for the stock being treated 
as an ordinary dividend. The 1954 Code 
applied the same tests in the case of acqui- 
sitions of stock through the use of related 
corporations—those owned by the same in- 
terests, sometimes called brother-sister cor- 
porations—occurring on and after June 22, 
1954. An amendment exempts from treat- 
ment as if it were a redemption of stock, 
sales of the latter type occurring on or after 
June 22, 1954, and on or before December 
31, 1958, under a contract entered into 
before June 22, 1954. This is for relief in 
those situations where contracts were en- 
tered into in reliance upon the provisions 
of the 1939 Code, but acquisition of the 
stock under the contract was not made until 
after the effective date of the 1954 Code 
provisions, June 22, 1954. The amendment 
is retroactive to enactment date of the 1954 
Code. 

Because personal holding companies are 
permitted the deduction for charitable con- 
tributions gauged by the more liberal limita- 
tions of 20 per cent and 30 per cent allowed 
individuals, they cannot carry over contri- 
butions in excess of the limitations. This 
provision is retroactive to taxable years 
beginning after 1953 and ending after August 
16, 1954. For taxable years beginning after 
1957, any net operating loss deduction avail- 
able to a personal holding company may 
not take into account the intercorporate 
dividends received deduction or any other 
special deductions provided for corporations 
not allowed in computing undistributed per- 
sonal holding company income. 

A new Subchapter S, consisting of Sec- 
tions 1371-1377, has been added to the Code 
for the “small business corporation.” 
holders may include in their own income 
for tax purposes the current taxable income 
of the corporation, both the part which is 
distributed and that which is not. Neither 
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type of income in this case is eligible for a 
dividends received credit or exclusion. In 
general, this income is treated as ordinary 
income to the shareholder without the re- 
tention of any special characteristics it might 
have had in the hands of the corporation. 
However, in the case of long-term capital 
gains, the special characteristics carry over 
to the shareholder level. If a shareholder 
has been taxed on corporate earnings which 
were not at that time distributed, and the 
corporation in a later year distributes these 
earnings to the shareholder, he is not re- 
quired to pay any further tax at that time 
on such earnings. There is no carry-over 
or carry-back, at the corporate level, of 
operating losses to or from a year for which 
the special treatment has been elected. At 
the individual level, these corporate losses 
are to be treated in the same manner as any 
loss which the individual might have from 
a proprietorship. Where this special treat- 
ment has been elected, the basis of a share- 
stock is increased for any of the 
corporate earnings taxed to him which are 
not then distributed, although this basis is 
later reduced if the tax-paid corporate earn- 
ings are distributed. The basis of the stock 
of a reduced for any 
corporate through to him. 
However, the losses he may take are limited 
to the stock, Only 
domestic corporations which are not elig- 
ible to file a consolidated return with any 
other corporation have the right to 
Subchapter S application. The corporation 
must not have more than 10 shareholders; 
the shareholders must all be individuals (or 
an estate); no nonresident aliens may be 
shareholders; and the corporation may not 
have more than one class of stock. 

Code Section 1031(d) has been amended 
to provide a proper basis adjustment where 
loss is recognized in transactions which are 
partially within and partially without the 
nonrecognition provisions involving like kinds 


holder’s 


shareholder is also 


losses passed 


basis he has for the 


elect 


of property, insurance policies or tax-free 
corporate recapitalizations. The 1954 Code 
did not make it clear that basis of the prop- 
erty reflect 
This provision is effective 
for taxable years beginning after December 
31, 1953, and ending after August 16, 1954. 


received is decreased to this 


recognized loss. 


A change has been made in Code Section 
852(b) in regard to shares of regulated in- 
Where purchases and 
stock 
are made at a loss by taxpayers near the 


vestment companies. 
sales of regulated investment company 


capital gain dividend dates, and the stock 
was held for less than 31 days, the loss 
would be a long-term capital loss to the 
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extent of the capital gain dividend on the 
stock under this amendment. This change 
applies to taxable years ending after 1957, 
but only for shares acquired after 1957. 

Deductions for accrued vacation pay will 
not be denied the employer for any taxable 
year ending before January 1, 1961, solely 
on the basis that the liability for the vaca- 
tion pay has not been clearly established 
or that the amount of the liability to any 
individual is not capable of computation 
with reasonable accuracy. The Senate Fi- 
nance Committee decided that more time 
was needed to study the application and 
effects of Rev. Rul. 54-608 which states 
that no accrual of vacation pay could occur 
until the fact of liability with respect to 
specific employees was clearly established 
and the amount of the liability to each indi- 
vidual employee was capable of computation 
with reasonable accuracy. Since the ruling 
was issued, the Treasury Department has 
postponed its effective date more than once 
and has applied it only on a few exceptional 
occasions. In order to iron out the diffi- 
culties and perhaps come up with a more 
workable rule, the committee proposed an 
extension for two more years 


Affecting individuals—Below is an ac- 
count of what happened to certain sections 
of the Code which affect individuals primarily. 

It seemed that taxpayers under the 
old law had difficulty in determining exactly 
who were dependents with regard to spouses 
and persons who made their principal place 
of abode in the home of the taxpayer. The 
legislators, in Section 4 of the Technical 
Amendments Act, have amended the old law 
in hopes of clarifying the nebulous law that 
existed, which some legislators say has 
made it possible to claim two deductions 
for a spouse: one as the spouse of the tax- 
payer and one as an individual who has as 
his principal place of abode the home of the 
taxpayer. To clarify this situation, the act 
now reads that the dependency exemption 
that can be claimed for a person who makes 
his principal place of abode in the taxpayer's 
home and is a member of the household 
shall not include the spouse of the tax- 
payer. A “common-law wife” in a state that 
does not recognize common-law marriages 
cannot qualify as a dependent of the tax- 
payer, because the act concludes that any 
relative of the 
taxpayer and living with the taxpayer may 
not be claimed as denendent if the relation- 
ship between the individual and the tax- 
payer is deemed to be an illegal one under 
applicable local law. 


some 


person who is not a close 
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1954 
Code Sec. 


35(c), (d) 
75(b) (1) 
101(b) (2) (B) 
120 

152(a) (9) 
152(b) (3) 
152(b) (5) 
162(c), (d) 
164(f), (g) 
165(g) (3) (B) 
165(h)(3), (4) 
165(h) (5) 
166(d) (2) (A) 
167(d) 
168(e) (2) (C) 
168(e) (5) 
170(b) (1) (C) 
170(b) (3) 
170(b) (4) 
171(b) (1), (2) 
172(b) 
172(f)(3), (4) 
172(g)(3), (4) 
172(h), (i) 
172¢i), (j) 
178 

179 

213(c) 
213(d) (2) (A) 
213(g) 

243(a), (b), (ce) 
246(b) (1) 
246(c) 

337(d) 

341(e) 
358(a) (1) (A) Gil) 
372(b), (c) 
381(c) (21) 

391 

403(a) (1) 
403(b), (ce) 
403(d) 

404(a) 

421(a) 
421(d) (1) (A) Gil) 
421(d)(7) 
453(d) (5) 

455 

481(a) (2) 


481(b)(1), (2), (3) (A) 


481(b)(4), (5) 
503 (h) 

503 (i) 

534(b) 

535(b) (2) 

535 (b) (6) (B) 
535(c) (2), (3) 
545(b) (2) 


1939 
Code Sec. 
22(p) 

106 
131(e) 
812(e) (1) (F) 
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1954 Code Sections Added, Amended or Modified 
by the Technical Amendments Act of 1958 


Act Sec. 


41(b) 
2(a) 
23(d) 

3 

4(a) 
4(b) 
4(c) 
5(a) 
6(a) 

7 

57(c) (1) 
202(a) 
8 

89(b) 
9(a) 
9(b) 
10(a) 

11 

12(a) 
13(a) 
203(a) 
14(a) 
14(b) 
64(b) 
203 (b) 
15 
204(a) 
17(b) 
16 

17(a) 
57(b) 
57(c) (2) 
18(a) 

ed 19 
20(a) 
21(a) 
95(a) 
29(c) 
22(a) 
23(b) 
23(a) 
23(c) 

24 

25 

26(a) (1) 
26(a) (2) 
..27(a) 
28(a) 
29(a) (1) 
29(b) 
29(a)(2) 
30(a) 
30(b) 
89(b) 
31(a) 
31(b) 
205(a) 
32(a) 








1939 Code 


Act Sec. 
92(a) 
100 
103(a) 
93(a) 


1954 
Code Sec. 
545(b) (4) 
556(b) (2) 
556(b) (3) 33(b) 
556(b) (4) 33(c) 
558 33(d) 
582(c) 34 
611(b) (4) 35 
613(d) 35(a) 
614(b) (4) 37(a) 
614(c) 37(b) 
614(c) (1) 7(d) 
614(d) 37(c) 
851(e) (1) 38(a) 
851(e) (2) 38(b) 
852(a) 101(a) 
852(b) (4) 39(a) 

2(c) 101(b) 
871(a) (1) 40(a) 
871(b) (3) 41(a) 
904(c) 42(a) 
905(b) 103(b) 
911(c) 72(b) 
1015(d) 43(a) 
1016(a) (6) 2(b) 
1016(a) (18) 64(d) (2) 
1031(d) 44 
1033(a) (2) 45 
1033(g), (Ch) 46(a) 
1034(i) (2) 46(b) 
1053 47 
1071 (a) 48(a) 
1231(a) 49(a) 
1232(a) (2) (A) 50(a) 
1232(c) 51 
1233(a), (g) 52(b) 
1233(e) (4) 52(a) 
1234 53 
1235(d) 54(a) 
1237(a) (1) 55 
1239(c) 56 
1242, 1243 57(a) 
1244 202(b) 
1306, 1307 58(a) 
1312(6), (7) 59(a) 
1314(¢) 59(b) 
1341(a) 60(a) 
1341(b)(2), (3) 60(b)-(d) 
1347 61(a) 
1361 63 
1371-1377 64(a) 
1441(b), (c)(5) 40(b) 
1482 62(a) 
1504 (b) (8) 64(d) (3) 
1551 205 (a) 
2011(a) 102(¢) (1) 
2011(c) (3) 65(a) 
2014(f) 102(c) (2) 
2015 66(a) (1) 


Act Sec. 
32(b) 
33(a) 











1954 
Code Sec. 
2039(c) 
2039(¢) (2) 
2053(d) (1) 
2055(e) 
2106(a) (2) (E) 
2208 
2501(b) 
2517 
2522(c) 
3121(1), (3) 
3122 
3504 
6012(c), (d) 
6013(b) (2) (C) 
6015(f) 
6033(b) (8) 
6037-6038 
6104(a), (b) 
6161(a) (2) 
6163(b), (c) 
6164(d) (2) 
6166 
6212(a) 
6212(b) (1) 
6212(b) (2) 
6325(a)-(e) 
6338(c) 
6339(b) (2) 
6501(d) 
6501(g) (2) 
6501(h), (i) 
6503(d) 
6504(15> 
6511(a) 
6511(b) (2) (A) 
6511(b) (2) (B) 
6511(d) (2) (A) 
6532(a)(1) 
6532(a) (4) 
6601(b) 
6601(g2)-()) 
6601 (h) 
6611(b) (1) 
6611(c) 
6611(g), (h) 
6652(a) 
6653 (c) (1) 
6851(d) 
6871 (a) 
6871(b) 
7213(c), (da) 
7324(3) 
7325(3) 
7422(f)(2) 
7455 
7502(c) 
7513 
7514 


Sections Added, Amended or Modified 


1939 
Code Sec. Act Sec. 
813(b) (3) 65(b) 
925 66(b) (2) (A) 
926 66(b) (2) (B) 
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1939 
Code Sec. 
927 
3771(b) (1) 
3794(a), (b) 


Act Sec. 
23(e) 
67(a) 

102(c) (3) 
30(d) 
30(d) 
102(a) 


43(b), 102(b) 


23(f), 68 
30(d) 
69 

70 


66(b) (1) 
89(b) 
206(a) 


80 
8l(a) 
81(b) 

206(d) 
84(b) 
82(a) 

2(b) 
82(c) 
82(d) 
89(b) 
89(b) 
66(c), 206(e) 
83(a) (1) 
84(a) 
83(b) 
83(c) 
42(b) 

85 

86 

87 
88(a) 
88(b) 
90(c) 

78 

78 

78 
89(b) 
89(a) 
90(a) 
91(a) 


Act Sec. 
66(a) (2) 

83(b) 
83(a)(2) 
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Individuals making charitable contribu- 
tions which constitute 90 per cent of their 
taxable income in the current year and in 
eight out of the ten preceding years are 
entitled to an unlimited deduction in years 
beginning after 1957. This was true under 
the old law, but certain individuals were 
denied the benefits of the unlimited deduc- 
tion because they did not time their income 
tax payments properly to conform to the 
provision. The law stated that for the pur- 
poses of the 90 per cent test, the taxpayer 
must take into account those income taxes 
“paid during such year in respect of such 
year or preceding taxable years.” 

Expenses for medical care which are paid 
out of a decedent’s estate during the one- 
year period after his death can be deducted 
and treated as if they had been paid by the 
taxpayer at the time they were incurred. 
Under old law, the deduction could not be 
had until a statemen: 
that 


allowed as a deduction for estate tax pur- 


vas duly filed stating 
the amount had not been claimed or 
poses and, also, until a waiver of the right 
to this amount as an 
had been filed. 


estate tax deduction 

Our Congress has just given persons who 
have reached the age of 65 or over and are 
disabled some much-needed assistance by 
raising the medical expense deduction limit 
Section 17 of the 


Technical Amendments 


Act will allow a taxpayer who is 65 years 
of age or older and disabled a maximum 
deduction of $15,000 for medical expenses 
if he files a separate return. If the taxpayer 
is married and files a joint return, the 
maximum limit is $30,000. The maximum 
amount that can be taken into consideration 
for the medical expense sustained by any 
one individual taxpayer or spouse is $15,000 
Before the taxpayer 
being disabled, his situation must be such 
that he is unable to engage in sub- 
stantial gainful activity. This disability must 
be a medically determinable physical or 
mental impairment which can be expected to 
be of long-continued or indefinite duration, 
or result in death. 


can be qualified as 


any 


gross 


include in 
any earned income which was ex- 


Taxpayers must 
income” 


now 


was earned outside the 
United States. This provision which is effec- 
tive for years beginning after 1957 is Sec- 
tion 72. Previously United States citizens 
who were present in a foreign country at 
least 510 days out of 18 months did not have 
to file income tax returns or information 
returns for amounts up to $20,000 of per- 
sonal-service income earned abroad. 


cludable because it 


Certain 
types of income, such as investment income, 
income from a business to the extent it is 
attributable to capital and not to personal 
efforts, and earned income in t 
$20,000 are subject to United 


excess ol 
States tax. 
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As was noted, both of these cases are of 
similar and special nature, in that the workers 
involved were not union members at the 
time the strikes for which they received 
strike benefits were called. In the Kaiser 
case, the worker did later, and during the 
course of the strike, join the union. Fasone, 
however, did not become a union member 
during the strike. His petition is quite 
patently intended as a test case, since a 
deficiency of only $20.99 is involved. 

The question arises: Just what are the 
union objectives in carrying these cases 
through the courts? (The Katser case is 
being appealed in a circuit court.) 
of the special nature of the workers in- 
volved, that is, that neither of them were 
union members for at least part of the time 
they were receiving strike benefits, it ap- 
pears that a wedge is sought for a larger tax 
benefit: to have strike benefits paid even to 
union members declared not income. 

The fact that both workers were not 
members of a union when they began co 


Because 


Washington Tax Talk 


receive strike benefits pertains to the theory 
of taxability of the payments hinging upon 
moral obligation on the part of 
the union to make the payments. If there 
was such an obligation, then the payments 
were not gratuitous and are taxable. The 
other theory of the taxability of the pay- 
ments hinges upon the element of consideration 


a legal or 


In regard to the first theory, that of a 
legal or moral obligation upon the union 
to make the payments, the court in Katser 
found such an obligation, but does not ex- 
plain how the union owed Kaiser any obli- 
gation to pay him union strike benefits while 
member of the union. In 
regard to the second theory, that of con- 
sideration, the court found that considera 
tion was provided by the worker’s remaining 
out on strike, since if he had gone back to 
work the payments would have stopped. The 


he was not a 


Fasone petition seeks to negative any legal 
implications which arise if a consideration 
for the payments is assumed, by describing 
them as “welfare benefit payments.” It also 
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affirmatively states and emphasizes that the 
payments were made to alleviate the distress 
of the petitioner and that the amount of such 
payments was determined in accord with the 
extent of the petitioner’s needs. 


How much of a wedge toward securing 
the declaration of nontaxability of strike 
benefits to members of unions would the 
successful prosecution of these cases pro- 
vide? A decision of nontaxability in the 
larger area would hinge upon a determina- 
tion that such benefits are gifts. Absent 
Congressional legislation that such was the 
case, such a determination might be a large 
pill for the courts to swallow. Since 1920, 
the Treasury has held that strike benefits 
paid to union members are taxable income. 
For 38 years this ruling has remained un- 
changed through repeated Congressional 
enactments, thus, arguably, receiving implied 
legislative sanction. 


To be deemed a gift, the amount received 
must be freely given and there must be no 
right in the recipient to secure the amount 


The trend in union treatment of strike 
benefits is to make them a right accruing to 
members rather than payments based on 
need, a recent survey by the National In 
custrial Conference Board reveals 


Surveying 78 national unions, the NICB 
found strike benefits to be paid by 43 of 
these unions. In the case of 29 unions, the 
strike benefits are a matter of right rather 
than of need. The shift toward considering 
strike benefits a right has stemmed from a 
“grass roots” demand from the union mem 
bership. Workers feel that strike costs fall 
too heavily on some and not at all on others, 
particularly when a strike results in a pat- 
tern-setting agreement. The survey also dis 
closed the feeling that paying strike benefits 
on the basis of need is discriminatory be- 
cause the thrifty and frugal who have built 
up a bank account get nothing, while spend- 
thrifts get immediate aid 


The that to get strike 
benefits, one or more qualifications must be 
met by the local union or individual member 
National strike assistance usually hinges 
upon approval of the strike by the national 
union. Other qualifications frequently re 
quired are that striking local unions and 
members must be in “good standing,” strikers 
must be available for picket line duties and 
other union calls for service, and strikers 
must not be employed elsewhere and earn 
ing more than a certain amount. 


survey revealed 


Absent Congressional determination that 
strike benefits are nontaxable income, this 
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growing trend toward making the payments 
obligatory upon the union and requiring 
some consideration on the part of the 
strikers, would seem to pose little chance 
that the courts will declare strike benefits 
to be nontaxable gifts. 


A comment upon the Katser case that 
appears in the Summer, 1958 University of 
Pittsburgh Law Review takes a different slant 
upon the question of the taxability of strike 
benefits. Although finding the decision “in 
accord with the present interpretation of 
the tax statutes as applied to strike benefits,” 
it makes an effort to “cast a doubt as to the 
merits of either the present trend in inter 
preting the statutes or possibly even the 
statutes themselves.” 


Thirty-eight years of existence of the 
Treasury ruling making strike benefits tax- 
able do not necessarily signify Congressional 
sanction of the ruling, the comment holds 
“The obscurity of the problem may have 
kept it from the Congressional limelight and, 
consequently, saved it from amendment.” 
Additional points advanced by the law re 


view comment are as follows 


The imposition of income tax on strike 
benefits violates the economic concept of 
taxation that it be fixed upon ability to pay 

The differences between 
and unemployment compensation benefits, 
and strike benefits, may have been great 
enough in 1920 to warrant an exemption 
from taxation in one case but not in another, 
but these differences are greatly reduced now 


social security 


Congressional legislation in the labor field 
indicates an intent to further rather than 
impede the labor movement, and decisions 
which compel unions to increase strike bene 
fits in order to compensate for the tax hinde: 
the effectiveness of the strike by placing an 
additional burden upon the union 

The comment advances the thought that 
now that the issue has been litigated and, 
thus, brought to its attention, Congress “will 
take this opportunity to clarify its inten 
tion as to whether or not it intends that 
income taxes be levied on strike benefits.” 


Meetings of Tax Men 
University of Chicago. 


The Eleventh 
Annual Federal Tax Conference of The 
University of Chicago Law School will be 
held October 29-31 at the Prudential Build- 
ing, Chicago, it was announced by James 
M. Ratcliffe, assistant dean. 


accountants and 
training in tax 


Intended fo1 
executives 
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attorneys, 


business with 





matters, the conference will be devoted to 
reports and panel discussions on a variety 
of tax topics. General subject headings 
for the three-day meeting are Administra- 
tive Policy—Accounting Problems, Estate 
Planning, Corporate Tax Problems, Gov- 
ernment Litigation Policy—Liens and Pri- 
orities, and an Internal Revenue Service 
Round Table. 

iuthorities im each field will 
speak and participate in the panel discus- 
sions. Both morning and afternoon sessions 
are scheduled. 


Leading 


Registration fee for the conference is 
$50, with tickets transferable among mem- 
bers of the same firm. Tickets to individual 
sessions will not be available. Those wish- 
ing to attend should mail applications and 
checks payable to The University of Chi- 
cago to University College, The University 
of Chicago, 64 East Lake Street, Chicago, 
Illinois. 

The following is a list of speakers sched- 
uled to appear and the topics to be discussed: 


ADMINISTRATIVE POLICY- 
ACCOUNTING PROBLEMS 
Wednesday Morning Session 
Paul F. Johnson, of Ernst and Ernst, Chi 

cago—chairman 

Arch Cantrall, Chief Counsel, Internal Rev 
enue Service—“The Activities and Interests 
of the Chief Counsel.” 

Matthew F. Blake, of Hurdman and Crans- 
toun, New York—‘“Fringe Benefit Pro- 
grams.” 

Everett C Arthur Andersen 
and Company, Chicago—‘Problems En 
countered in Valuing Inventories.” 


ESTATE PLANNING 


Wednesday Afternoon Session 


' 
Johnson, of 


Frederick O. Dicus, of Chapman and Cutler, 
Chicago—chairman. 

James P. Johnson, of 
and Lloyd, 
Grantor.” 

Anderson Owen, of Hopkins, Sutter, Owen, 
Mulroy & Wentz, Chicago 
tions in Estate Planning.’ 

Panel discussion of both topics: Frederick 
O, Dicus; James P. Johnson; Anderson 
Owen; James C. Daubenspeck, of Kirk 
land, Ellis, Hodson, Chaffetz and Masters, 
Chicago; and Roland K. Smith, of Isham, 
Lincoln and Beale, Chicago 


Bell, Boyd, Marshall 


Chicago—"“Trusts and the 


“Tax Cau 


CORPORATE TAX PROBI 


Thursday Morning Session 


EMS 


Charles W. Davis, of Hopkins, Sutter, Owen, 


Mulroy & Wentz, Chicago 


chairman 


Tax-Wise News 


Robert F. Graham, of Gardner, Carton, 
Douglas, Roemer and Chilgren, Chicago 
“Redemption Problems—The Holsey and 
Zipp Cases.” 

David Altman, of the Illinois bar, Chicago 
—“Corporate Accumulation of Earnings.” 

Panel discussion of both topics: Charles W. 
Davis; Robert F. Graham; David Alt- 
man; Frank H. Uriell, of Pope and Bal- 
lard, Chicago; and William M. Emery, of 
McDermott, Will and Emery, Chicago. 


CORPORATE TAX PROBLEMS 
Thursday Afternoon Session 
James D. Head, of Winston, Strawn, Smith 
and Patterson, Chicago—chairman. 
Seymour S. Mintz, of Hogan and Hartson, 
Washington—‘Corporate Separations.” 
Irving I. Axelrad, of Mitchell, Silberberg 
and Knupp, Angeles—“‘Recent De- 
velopments Collapsible 


Los 


Pertaining to 


Corporations.’ 

Panel discussion of both topics: James D. 
Head; Seymour S. Mintz; Irving I. Axel- 
rad; Walter J. Rockler, of Lederer, Liv- 
ingston, Kahn and Adsit, Chicago; and 
Fre derick R, Sheare y. of Maver, Friedlich, 


Spiess, Tierney, Brown and Platt, Chicago 


GOVERNMENT LITIGATION 
POLICY—LIENS AND 
PRIORITIES 

Friday Morning Session 
Joh Potts Mac Leish, 
Price and Underwood, Chicago 
Paul E. Treusch, of the Internal 
Service, Washington—“ Litigation 
Chief Counsel's Office 


Barnes of Spray, 
chairman 
Revenue 
Policy 
of the in Civil Tax 
Cases 
Reiling, of the Internal Revenue 
Washington—‘Priority of Fed- 
eral lax Liens.” 
Panel »f M) 
Potts Barnes; Paul F 


Ralph F. 


Chicago; 


Herman T 
Service, 


Retling’s topic: John 

Treusch; Herman 
Huck, of Chapman 
and Daniel S. Went 
litle 


discussion 


I. Reiling; 
and Cutler, 
worth, Jr., of 


Chicago and Trust 


Company. 
INTERNAL REVENUE 
ROUND TABLI 
Friday Afternoon 
Walter J. Blum, 
University of Chicago Law 
David F 
Counsel, Internal Revenue 
Wallace T. Morris, 


Commissioner, 


SERVIC! 


Sesston 


Law, The 
Scho I 


Professor of 


chairman; Regional 
Chi 


Assistant Re 


Long, 
Service, 
CaO, 
Revenuc 
O'Donnell, 
Commissioner, 


Internal 
Andrew J. 


Regional 


gional 
Service, Chicago; 
Jr., Assistant 


Internal and 
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Revenue Service, Chicago: 





John Weber, Assistant Regional Commis- 
sioner, Internal Revenue Service, Chicago. 
The 


discussion of 


will be devoted to a 
procedures and programs 
of the Internal Revenue Service in dealing 
with the administration of federal taxa- 
tion. Among matters to be discussed 
are settlement procedures and the Appel- 
late Division; procedures of review of 
Joint Committee refund cases; the pro- 
gram and procedures of the Audit Divi- 
sion; mechanization of the processing of 


entire session 


returns; policies regarding collections of 

unpaid taxes; jeopardy assessments; and 

the role of regional counsel. 

Cleveland Regional Tax Institute.—W est- 
ern Reserve University and the Cleveland 
Bar Association are cooperating in the 
presentation of the Cleveland Regional Tax 
Institute at the Hotel Statler-Hilton Sep- 
tember 18-20. Featured speaker at the 
Friday evening banquet will be Richard 
M. Simpson, member of the House Ways 
and Means Committee. The registration fee 
is $20. For information, write to Cleveland 
Bar Association, Manger Hotel, Cleveland 
14, Ohio. 


West Virginia Tax Institute—The Ninth 
Annual West Virginia Tax Institute will 
be held October 2-4 at West Virginia Uni- 
versity in Morgantown. It is cosponsored 
by the West Virginia Bar Association and 
West Virginia Society of Certified Public 
Accountants, as well as the university. 
Arch Cantrall, Chief Counsel of the United 
States Internal Revenue Service, will be 
among the speakers. Direct inquiries to 
Stephen D. Tanner, P. O. Box 588, Mor- 
gantown, West Virginia. 

University of Texas—The University of 
Texas will present its Sixth Annual Taxa- 
tion Conference on October 30 through 
November 1. Registration may be made 
through the University of Texas Law School, 
Austin, Texas. 

Tulane University—The annual Tulane 
Tax Institute will be held November 5-8 
in New Orleans. The Schools of 
Administration and Law of Tulane 
versity are sponsoring the institute. For 
registration and information, write Peter 
A. Firmin, Executive Secretary, Tulane Tax 
Institute, Norman Mayer Building, Tulane 
University, New Orleans 18 Louisiana. 


Jusiness 
Uni- 


| FOREIGN CORPORATE EXCHANGES—Continued from page 628 


is the position of a taxpayer and the con- 
templated exchange would be within the 
boundaries of Section 367, what will be the 
action of a “sophisticated” taxpayer? It 
seems he may adopt one of two courses. 
First, he could consumate the exchange 
without an application for a ruling under 
Section 367. It seems the exchange would 
automatically be taxable under the holding 
of the Texas-Canadian case.” In the alterna- 
tive, he could submit an application which 
contained an “tax avoidance” and 
thereby be almost guaranteed of an “ad- 
verse” Section 367 ruling. 


obvious 


It is submitted that because of the before- 
mentioned reasons (and possibly others not 
to date called to this writer’s attention), 
Section 367 should undergo some basic re- 
visions. First, the statute should define 
“avoidance” in a manner to conform with 

‘ ° ee “ . ” 41 
what is judicially known as “tax evasion. 

“ Cited at footnote 2. But see Hay v. Com- 
missioner, 44-2 § 9522, 145 F. (2d) 1001 
(CA-4), where the court rejected a similar argu- 
ment of ‘‘automatic’’ taxation because, due to 
the peculiar facts of the case, such a holding 
would have resulted in a tax evasion. The 
court said: “It is no answer to say that the 
taxpayer did not take steps to satisfy the Com- 
missioner under section 112(i) [1954 Code Sec. 
367] that the exchange was not made Puy; 
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In so doing, the test as to whether tax 
avoidance is one of the principal purposes 
could be eliminated, A proposed wording 
might be (after the present words of “that 
such exchange’): “ is not substantially 
in evasion of Federal income taxes.” The 
section should also be expanded to include 
gains and losses so that it conforms gen- 
erally to the other sections of Subchapter C 
of the Internal Revenue Code of 1954. Pos- 
sibly the section could be amended to speci- 
fically provide that the Commissioner may 
weigh other considerations (for example, 
foreign policy) in making his determination. 
And, as a last revision, it is suggested that 
the section specifically provide for rules and 
regulations to be promulgated by the Com 
Such regulations 
should be in addition to a policy of increas- 
ing the number of published rulings involv- 
ing Section 367. [The End] 


suant to a plan for tax avoidance and hence a 
gain must be recognized, for it does not neces- 
sarily follow that a gain must be recognized 
by the Commissioner when none in fact was 
earned."’ 

"It is felt that future elimination of some 
federal income taxes, as would be the function 
of a base corporation, is not a proper criterion 
for an application of Section 367. 


missioner. rules and 
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STATE TAX NEWS 


In this department are reported news iterns on decisions, legislation and 


administrative rulings. 
types of taxes: income, 


insurance company, utility, 


This department's scope 
sales and gross 
franchise, 


includes 
receipts, 
severance, 


the following 
property, gasoline, 
and inheritance and 


estate. Most items are adapted from CCH reports on state and local taxes. 


Don't Overlook Tax Refunds 
from Gasoline Used in Airplanes 


\ frequently unmined lode of tax refunds 
is that connected with gasoline consumed 
in aircraft transportation, whether by a 
plane owned by an individual or by a com 
pany. The sizeable amount of money that 
can be involved is pointed up in an article 
sent to us by Mr. Heinz Ulrich, who lives 
in Peekskill, New York, and is the tax 
accountant for a large American corpora- 
tion. The text of Mr. Ulrich’s article follows: 


The 


were 


fact that 87,531 
registered in the 


civilian airplanes 
United States in 
1957 means to accountants that there were 
just that many chances to save tax money 
Every civilian airplane has thing in 
common with every other civilian airplane 
and that is its must pay 
taxes on all purchases of gas made. 


one 


gasoline 
Much 
of this tax money can be saved if the time 
is taken and the effort made to apply for 
refunds 


owner 


Sometimes refunds are overlooked be- 
that they do not amount 
worth the bother 
that a two-motor 


commonly 


cause of an attitude 
money to be 
fact 
type 


to enough 
But 
airplane of the 


consider the 
used by 
many corporations for executive transport 
tation takes up to 100 gallons of gasoline to 
get off the 
gasoline at the 


Next 


cent of 


ground and then consumes 


gallon a mile 


> 


rate ot a 


consider that in some states 25 per 
the total gasoline bill is for taxes. 
These facts readily point up the admonition 


that it is important for accountants and tax 


State Tax News 


departments to check whether all the 
funds are being applied for 


The federal tax on gasoline is three cents 
per gallon. Although two cents of this tax 
is not refundable, the one-cent-a-gallon tax 
that added on July 1, 
only against gasoline 


was 1956 applies 
consumed on the 
roads and is, therefore, refundable if used 
for airplanes. Accountants should make 
sure a Form 843 (United States Treasury 
Department-Internal Revenue Service Claim) 
is secured and filed annually requesting the 
refund of one cent a gallon on all the gas- 
oline purchased. Form 843 must be filed 
between June 30 (1958) and September 30 
(1958) tor refunds of gasoline purchased 
from July 1 (1957) of the prior year to June 
30 (1958) of the present year. If the refund 
is not applied for by September 30 it is lost 

The federal 


because it 


refund is large 
refund for gas- 
states, but the bulk of 
tax paid is paid to the states 


Here the taxes run as high as 


gasoline tax 
encompasses a 
oline bought in all 
the gasoline 
seven cents 
Whether a refund 
paid to a state, 
that individual 


per gallon in ten states 


can be secured on taxes 


of course depends upon 


state’s law. 


The three most important points in con 
sidering state gasoline tax refunds are: 
(1) Does the state a refund, (2) how 
much time is permitted for filing and (3) 


what filing procedure is required. 


allow 


Minnesota 
rate of 
in airplanes. 
District of 
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Only three \labama, 
and Vermont, charge the full 
oline tax for fuel 


All other 45.) states 


States, 
gas- 
consumed 
and the 
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Aviation Gasoline Refunds 


Gasoline Tax 
(cents per gal.) 
High- Avia- 


way tion 


No refund 


Ala. 


Ariz. 
Ark. 

Calif, 
( rr slo. 


Full refund 
Exempt 
Full refund 
Full refund 
quired 
Exempt 
Del. Full refund 
, &. Full refund 
Fla Exempt 


Conn. 


Ga. 
Ida, A 
Lil. ; Full refund 
Ind. Exempt 
lowa Full refund 
Kan. Exempt 
Ky. Refund 
required 


of 95 


La Full refund 
Me Partial refund 
Md. 
or full refund 
Mass Full refund 


Mich. 


Minn 
Miss. 


No refund 


Mo. 
Mont. 
Neb. 


Full refund 


Taxed at lower 


Full refund 


Nev. 
N. H. 6 4 


Remarks 


annual 


Taxed at lower rate 
Taxed at lower rate 


per 


Partially exempt 
rate—one 
aviation tax refundable 


Taxed at lower rate 


Refund Applications 
Time CCH 
Limit Original State Tax 

for Invoice Reporter 
Filing Required Paragraph 


40-200 

or dupli- 
cate 43-202 
40-215 


43-201 


6 mos 


13 mos. 
permit re 
43-206 
40-215 
43-205 
43-201 
40-202 
43-208 
40-405 
43-205 
43-204 
43-202 
$3—206 


6 mos. 


12 mos. ye 
60 days ye 


4 mos. 
90 days ye 


cent—Bond plus 


1 mo. 43-201 
(refund 
invoices ) 
9 mos. yes 


43-201 
43-203 


6 mos 


Licensed dealer sales exempt— 


43-205 
40-203 


6 mos 
6 mos. 


Lower tax rate—one half avia- 
tion rate refund to airlines 


40-042 
40-112 


Lower rate from bonded dealers 
—or partial refund 


43-203 
40-214 
40-045 


120 days 
120 days 


half 

43-205 
43-201 
40-404 


90 days yes 


6 mos. yes 


Columbia either charge a lower tax rate, 
grant a partial exemption or partial refund, 
make the tax completeiy refundable or com- 
pletely exempt aviation gasoline from taxa- 
tion. 

The simplest and easiest approach is used 
by 12 states which allow an aviation gaso- 
line tax exemption (Arkansas, Connecticut, 
Florida, Indiana, Kansas, Maryland, North 
Carolina, Ohio, Oklahoma, South Carolina, 
Tennessee and Washington). 
makes no work for the accountant 
no tax is paid. It may be noted 
makes no work for the state 
thousands of refund claims do not have to 
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This method 
since 
that it 


also since 
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be processed 
that allow 


periodically. The 11 
a partial exemption or charge 
a lower rate of tax also fall into this 
category (Georgia, Idaho, Michigan, Mis 
sissippi, Montana, New Hampshire, Oregon, 
Pennsylvania, South Dakota, Utah 
W yoming). 

It is the that is purchased in 
states allowing a partial or complete refund 
that poses the chief concern to the account 
ant. Here, must be 
processed so refunds can be re 
states and the District 
allow full or partial refunds 
which must be applied for within the time 


States 


and 


gasoline 


invoices 

that the 
ceived. In all, 23 
of Columbia 


saved and 
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A 


Aviation Gasoline Refunds 


Gasoline Tax Remarks Refund Applications 

(cents per gal.) Time CCH 
High- Avia- Limit Original State Tax 

way tion for Invoice Reporter 
Filing Required Paragraph 


Full refund plus 
1 mo. yes 43-208 
Full refund—permit required 6 mos. yes 43-202 
Full refund 2 yrs. yes 43-210 
Exempt ‘ 40-216 
Full refund 12 mos. ye 40-027 
Exempt 40-205 
Exempt—permit required 40-206 
Lower rate from licensed dealers 40401 
Taxed at lower rate 40-403 
Full refund 120 days 43-210 
Exempt 40-202 
Taxed at lower '''e—purchases 
over 50,000 galli*ns get added 
one-cent refuad 40-401 
Exempt 43-215 
Full refund—exemiption invoice 
needed 43-221 
Taxed at lower rate 40-401A 
No refund 43-201 
Refund—if used in state two 
cents per gallon; if used out- 
side state full refund 3 mos 43-205 
Wash. + Exempt 40-207 
W. Va. 6 Full refund on minimum pur 
chases of 25 gallons 4 43-204 
\Wis Full refund yes 43-202 
Wyo : . Taxed at lower rate—dealers 
get added two-cent refund 
that might be passed on 40-208 
Partial refund per gallon...... by Sept CCH _ Stand- 
30 of ard . Federal 
year Tax Reports, 
Supp. Vol. 
* 40,045.04 


allotted. (Full refunds are allowed in Ari- or many possible refunds will be lost each 
zona, California, Colorado, Delaware, Illinois, year. 

Iowa, Louisiana, Massachusetts, Missouri, 
Nevada, New Jersey, New Mexico, New 
York, North Dakota, Rhode Island, Texas, 
Virginia, West Virginia and Wisconsin. Par- 
tial refunds are allowed in Kentucky, Maine, 


One way for a corporation to set up an 
internal procedure for acquiring refunds 
is to assign the job to one man. As soon 
as purchases are made the pilot should send 
the delivery tickets to the man in charge of 
Mississippi, Nebraska and Virginia.) refunds. This man should make sure the 

The states allowing refunds have set their billings are sent to the accounting depart- 
own time limitations for allowing the claims ™ent for payment, and then he should 
to be filed (in all instances this time limita- | Process the refunds, making sure to acquire 
tion is much shorter than the statute of Proof of payment for those states that 


limitations). The time allowed varies from require it in their claims 


two years in 


District 


ot ¢ 


New York to 60 days in the Because of 
‘olumbia. This time element transportation, 


the very nature of airplane 
gasoline purchases will at 


must be carefully scrutinized and watched times be made outside the states a company 
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regularly does business in. This fact often 
problem to the accountant who 
needs the laws and regulations of a par- 
ticular state to acquire the aviation gasoline 
refunds. The American Petroleum Indus- 
Committee periodically publishes 
booklets which outline ali the laws, regula- 
tions and other pertinent information neces- 
sary for filing for refunds. 


poses a 


tries 


A letter addressed to the American Pe- 
troleum Industries Committee, Aviation 
Department, 50 West 50th Street, New 
York 20, New York, requesting a copy of 
State Requirements for Motor Fuel Tax Ex- 
emption and Refunds on Gasoline Used for 
Aviation Purposes (TC 133) and State Avia- 
tion Gasoline Taxes—Exemptions and Re- 
funds (TC 104) will bring you these very 
helpful booklets free of charge. 


The best and most elaborate 
information for the refunds comes from the 
loose leaf tax For a quick refer- 
ence to the Commerce Clearing House State 
Tax Services, I have charted some of the 
important refund questions that arise in 
all states. (See accompanying table.) 

The refund varied 
and, at times, individually involved. How- 
ever, the most important thing is to make 
sure that all the refunds are applied for 
and taken, so that the thousands of dollars 
of refundable money are received and not lost. 


source of 


services. 


states’ methods are 


Atlantic States 


Income taxes.—Massachusetts will allow 
personal income tax credit to be applied 
when due rather than when paid concerning 
taxes imposed by another jurisdiction (H 
B. 2784, approved July 29, 1958). Massa- 
chusetts will allow, with respect to 
taxable years after 1957, a personal income 
tax deduction of $400 for each dependent 
and $500 for a spouse who was not the 
dependent of another taxpayer and whose 
income from all sources did not exceed 
$2,000 during the year. However, this de- 
duction for each dependent is not allowed 
to both but may be allowed to 
either as they shall mutually agree, or will 
be prorated between them in proportion to 
the net income of each in execss of $2,000 
(H. B. 106, approved August 6, 1958). An 
individual both a resident and a 
nonresident of Massachusetts during a tax- 
able year whose income as a resident plus 
his income as a nonresident amounts to 
over $2,000 will be required to file separate 
returns reporting the income received under 
each heading. Such persons, however, shall 
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spouses, 


who is 


September, 1958 @ 


be entitled to the same exemptions and 
deductions allowed inlialb:tants, divided be- 
tween the two returns 1. any manner they 
choose, provided the aggregate amount of 
the exemptions and deductions is not more 
than what would have been available had 
only one return been filed (H. B. 2821, 
approved July 29, 1958). 


Sales and gross receipts taxes.— Maryland 
motor fuel distributors now have two years 
instead of six months in which to submit 
claims for exemption from the motor fuels 
tax on sales to the federal government for 
official use (A. B. 457, approved July 7, 
1958). 


Pennsylvania has ruled that the purchase 
of property to be used in the operation of 
dairying, the purchases or use by a manu- 
facturer, farmer or dairyman of materials 
used in conjunction with delivery of such 
product, and the sale of feed for “produc 
tive” animals such as cattle and poultry 
are exempt from sales and use taxes (Regu- 
lation 210, Legal Unit Ruling 245(a), and 
248, effective April 5, 1957, March 7, 
1956, respectively). 


and 


Property taxes—The receipts of a foreign 
subsidiary may be included in both the 
numerator and denominator of the frac- 
tion used in Maryland in the apportionment 
formula of a foreign parent corporation, the 
Maryland Court of Appeals has held in 
Household Finance Corporation v. State Tax 
Commission, 3 stc § 250-483 (1958), 


Household Finance is a nation-wide cot 
poration incorporated in Delaware and with 
its main offices in Chicago. In addition to 
its own offices doing business in Maryland, 
Household Finance also owns and operates 
several subsidiaries, one of which does busi 
ness in Maryland. Maryland 
annual property tax on the capital stock 
of foreign finance companies apportioned 
according to the amount of business done 
in the state. 


imposes an 


In allocating to Maryland its proper share 
of the total value of Household’s total 
capital stock, the state tax commission 
multiplied the total value by a fraction 
which had the corporation’s gross receipts 
in Maryland as the numerator and its total 
gross receipts as the denominator. The case 
involved 1953 taxes. When the was 
previously before the Maryland Court of 
Appeals, the court held that the total gross 
receipts figure of the denominator should 
include the total gross receipts of its sub 


case 


sidiaries so that a larger share of the caiptal 
stock would not be attributed to Maryland 
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than should have been. (Household Finance 
Corporation v. State Tax Commussion, 212 
Md. 80, 128 Atl. (2d) 640 (1957).) 

The state tax commission went one step 
further than the court’s directive. It not 
only included in the denominator of the 
apportionment fraction the total gross re- 
ceipts of all Household’s 
included in. the 


subsidiaries, it 
numerator the gross 


Maryland by 


also 
receipts of business done in 
one of the 

The 


pe sition, 


subsidiaries 


approved the commission’s 
saying that “if the use 
solidated gross receipts in the denominator 
of the fraction is proper, as we held in the 
former case, then the use of the consolidated 
Maryland business in 


court 
of con- 


gross receipts from 
the numerator is proper . td 

Baltimore, Maryland is exempting such 
items as tools, machinery, motors, equip- 
ment and the like that are used chiefly in 
the connection with manufacturing, the 
pasteurization and processing of milk or 
the business of laundering from personal 
property taxes. Ordinance No. 1522, which 
became effective July 1, 1958, will apply to 
new industries after 
July 1, and such established industries that 
are acquired July 1, and 
assessed value of over $10,000 


Vassachusetts would 
estimated 


that are in operation 


after have an 


towns in 
authority to 
property in 


Cities and 
be allowed 
real and 
equaling three fourths of such tax as the 


assess 
personal amounts 
taxpayer is currently liable for or was liable 
for in the year preceding the levy. Such 
to be subject to the approval of 
inhabitants in the 


levies are 
the city council or the 
case of towns and would be payable in three 
equal installments, on the first of February, 
May and August (H. B, 3192, pending). 


The real estate tax rates upon —_ dollar 


of assessed valuation, consisting of the basic 


tax rate and the assessment rate for local 
improvements, have been set for New York 
City and it burroughs. The 
set as being from July 1, 1958, to June 30, 
1959, and the rates are as follows: Manhat- 
tan, .0421; The Bronx, .0423; Brooklyn, .0422; 
0424: Richmond, .0424, (Res. No 


319, passed Council) 


fiscal year is 


Queens, 


Lake States 


Sales and gross receipts taxes.—The 
Vichigan Department of Revenue has no offi 
cial ruling relating to sales and use tax liability 
on sales to railroads, but the department 
has advised that sellers to major railroads 
are not required to collect sales and use 
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railroads pay such taxes 
state. As a general rule, 
stock to an interstate rail- 

interstate commerce are 
exempt from and use however, 
each railroad is dealt with concerning each 
particular sale 


taxes since such 
directly to the 
rolling 


road for use in 


sales of 


sales tax; 


Midwestern States 


Property taxes.—It is the opinion of the 
attorney general that railroad right-of-way 
property in South Dakota that was leased 
by the railway company to a private individ- 
ual may be assessed and taxed by local 
authorities, such property being considered 
the property of the lessee, (Opinion of the 
Attorney General of South Dakota, June 30, 
1958) 

It was the majority opinion of the Okla- 
homa voters in the July 1 primary that 
real and personal property taxed ad valorem 
shall not be assessed at more than 35 per 
would bring 
at a that for the 
purposes of purchasing, constructing or ac- 
quiring supplies, the municipalities, 
acting individually or jointly, subject to the 


cent of the fair cash price it 


fair, voluntary sale, and 


water 


approval of a majority of the voters, may 
contract or pledge revenues for a period of 
years with other municipalities, the 
or the federal 
\mendments, 
July 1, 1958) 


State 
governments (Constitutional 
Nos. 379 and 380, approved 


Pacific States 


Income taxes.— lhe 
the State Tax 
ruled that 
paid when the 
negligently, only when it was made in good 
faith; and illegal acquired by em- 
bezzlement or fraud are taxable. Nonresi- 
dents who are on location for the purpose 
of making a motion picture in the state will 


Division of 
Oregon has 
will not be 
was 


Income 
Commission of 
interest on refunds 
overpayment made 


gains 


be subject to an income tax based on their 
personal service income. Also, any unfortu 
nate taxpayer who has an allergy and has 
to substitute one method of home 
for another to alleviate such allergy may 
not deduct the cost as a medical expense. 


heating 


Oregon taxpayers who make a gift to the 
borrower of the interest due, when the bor- 
rower is willing and able to pay, shall be 
taxed on the amount involved, and it will 
be considered as gross income. Parents who 
have their child’s savings account passbook 
endorsed in their name as trustee for the 
child will be taxable for the income from 
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the savings account, since the parent has 
complete control over the fund. Also, federal 
death gratuities are to be considered as a 
gift and exempt from gross income. (Ab- 
stracts issued by the Income Division, State 
Tax Commission.) 


California may constitutionally impose an 
income tax on the accumulated income of 
trusts when the trust beneficiaries are all 
residents of the state, and on a portion of 
the accumulated income of such trust when 
all the beneficiaries are not residents of 
the state, (Opinion of the California Attor- 
ney General, June 6, 1958). 


In Idaho, a taxpayer who is reimbursed 
by insurance paid to him for medical ex 
penses may claim full credit on his income 
tax, and no adjustment of his income deduc- 
tion will be However, if the 
insurer pays the medical insurance direct to 
the hospital or physician, the insured must 
take this into account when claiming a 
medical expense deduction. (Memo from 
Tax Collector, July, 1958.) 


Property taxes.—The Supreme Court of 
the United States has administered a coupe 
de grace to the loyalty oath provision in the 
California tax exemption application form 
concerning charitable organizations. In the 
cases of The First Unitarian Church of Los 
Angeles v. County of Los Angeles and Valley 
Unitarian-Universalist Church, Inc. v. County 
of Los Angeles, 3 svc § 200-129, the Court 
followed its decision in Spetser v. Randall, 
3 stc 9200-128. In the Spetser case the 
Court held that the exaction of a loyalty 
oath as a condition for obtaining a veterans’ 
property tax exemption violates due process 
since it places the burden of proof upon 
the taxpayer to show that he is a proper 
person to qualify for the exemption. It 
also held that the provisions in the applica- 
tion form are invalid under the Fourteenth 
Amendment. 


Article XX, Section 19, of the California 
Constitution provided that no person or 
organization that advocated the overthrow 
of the government of either the United 
States or California would receive any 
exemption from any tax imposed by the 
state or any of its counties. Section 32 of 
the Revenue and Taxation Code implemented 
the constitutional denial by providing that 
any claimant for tax exemptions had to sign 
a statement on his tax return declaring that 
he did not intend to engage in any of the 
activities outlined in the constitutional article. 

The churches claimed the property-tax 
exemption provided by the California Con- 
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stitution for real property and_ buildings 
used solely and exclusively for religious 
worship, but refused to sign the loyalty 
oaths. The Los Angeles assessor denied the 
exemption because of this refusal. 

The California Supreme Court held that 
the exaction of the loyalty oath was not re- 
pugnant to the federal Constitution. 

Upon review of the cases the United 
States Supreme Court reversed the decision 
of the California Supreme Court basing it’s 
decision on the followed in 


Spetser v. Randall 


Mr. Justice Black submitted a concurring 
opinion in which he stated: “California, 
in effect, has imposed a tax on belief and 
expression. In my view, a levy of this 
nature is wholly out of place in this country; 
so far as I know such a thing has never been 
attempted before. I believe that it constitutes 
a palpable violation of the First Amend- 
ment, which of course is applicable in all its 
particulars to the States. This case offers 
just another example of a wide-scale effort 
by government in this country to impose 
penalties and disabilities on everyone who 


reasoning 


is or is suspected of being a “Communist” 
or who is not ready at all times and all 
places to swear his loyalty to State and 
Nation.” 


A golf course owned by a city in Oregon 
but leased to another party will not be exempt 
from taxation, nor may an easement be taxed 
as an interest in real property separate from 
the realty itself. (Issued by Valuation Divi- 
sion, State Tax Commission, June 25, 1958 and 
July 16, 1958, respectively. ) 


Manufacturers in Washington who supply 
inventories and repair parts for machinery 
are taxable on the basis of personal prop 
erty, stated the Attorney General on June 
25, 1959. 


San Francisco, Cali 
recoup revenue that 
was previously going as use taxes to other 
counties under the uniform plan on goods 
delivered there. It has put the City and 
County of San Francisco under the state 
administered uniform sales and use tax plan 
(Ordinance 161-58, effective July 1, 1958) 


Sales and use taxes. 
fornia has decided to 


Southern States 


Income taxes.—/ouisiana fiduciaries are 
required to file a return whenever they act 
for individuals or for estates or trusts hav- 
ing a net income of over $2,500, or a gross 
income of $6,000 regardless of net, and 
whenever they act for a trust or estate of 
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which any beneficiary is a nonresident (H. B 
654, effective July 30, 1958). The state also 
will require that in segregating gross in- 
come for tax purposes profits from the sale 
or exchange of property, which will include 
stocks, bonds, notes, land, machinery and 
mineral that are not 
regular course of 
cluded in “allocable” income 
approved July 1, 1958.) 


made in the 
business are to be in- 
(H. B. 652, 


rights, 


Property taxes—H. B. 83, which would 
extend the five-year homestead exemption for 
Louisiana World War II 
those who also served in the 
War, has been approved by the 
Whether or not this constitu- 
tional amendment will become law depends 
on the voters at the 


veterans to ten 
years for 
Korean 


governor. 


November election 


Agricultural implements used in the cul 
tivation, production and harvesting of crops, 
as well as other machinery and equipment 
used exclusively for agricultural purposes, 
are now Louisiana from prop 
erty Before this amendment became 
effective on July 30, 1958, such an exemp 
tion could had up to the 
$500 and B. 194). 


exempt in 
taxes 
only be value of 


one wagon (S 


Effective July 30, 1958, commodities or 
articles that are imported into the State of 
Louisiana from outside the United States 
shall not be valorem pur 
poses as incorporated into the mass of the 
property in the 
main on 


treated for ad 


they re 
the public property of the port 
authority or docks of any common carrier 
such 


125) 


state so long as 


where 
(S. B 


imports first entered the state 


Sales and gross receipts taxes.— The levy 
of an Alabama use tax on certain hydraulic 
attachments and pump parts used for the 
disposal of residue ash from boiler furnaces 
that steam the manufacture 
of electric overhead cranes 
that are essential to the maintenance of pro 
duction machinery was held valid by the 
\labama Supreme Court decision in Ala 
hama Power Company v. State of Alabama, 
{ 250-480, but the equipment for the 
unloading of coal barges at the power com 
pany’s steam plant was deemed to be exempt 


create used in 


power and on 


2 
) STC 


The lower court had held that the unload- 
ing equipment was exempt there 
continuity of movement from the 
barges to the furnaces and that this was a 
transmutation of the latent energy in the 
coal into the end-product of electric power, 
which is actually a_ production 
whereas if the coal was merely stockpiled 
for future use it would be preliminary to 


because 
Was a 


pre cess, 
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Today approximately 84 million 
persons depend in some manner upon 
the benefits which welfare and 
pension plans promise. Nearly $10 
billion per year is currently being 
contributed to the plans, and 

reserves for pension plans alone are 
approximately $30 billion. 


production. In considering the hydraulic 
attachments and pump parts necessary for 
the disposal of residue ash from the furnaces, 
the court concluded that items 
not productive of electric power but neces- 
sary for plant maintenance. The overhead 
cranes were then considered not to be pro- 


these were 


ductive in themselves, but also necessary 
for plant maintenance 
exempt from the tax. 


and, therefore, not 


The supreme court reviewed the decision 
and opinion of the lower court. Without in- 
cluding an opinion of its own, it adopted the 
decision and opinion of the lower court and 
affirmed the decision in full 


A retail dealer’s contention that he was an 
agent of the State of Georgia regarding sales 
taxes that he had collected from consumers 
overruled by the 
Court in the decision of Williams z 
Den Incorporated, 3 stc ¥ 250-481 


that the 


was Supreme 
Bear’s 
The fact 
taxes were stolen through no fault 
of the dealer did not sway the court as they 
held that he was not an agent of the state, 
but a and liable to the state for 


Georgia 


taxpayer 
the taxes 


1 


he dealer had collected state 
and while still in his posession they 


sales taxes, 
were 
revenue commissioner is- 
dealer under an 
taxes due to the 
To this the dealer filed its 
of illegality concerning the levy and execu- 
tion under the fi fa. The lower court held 
that under the and 
Sales Act the dealer was bound to exercis¢ 
ordinary diligence in 
mitting the sales tax collected by him as an 
agent of the state, but that since he was an 
agent he did not have to make good on the 
stolen taxes 


} 
stoten 


The state 


sued a fi fa against the 


assessment for the sales 


state affidavit 


Retailers Consumers 


safeguarding and re 


Whereas the lower court construed only 
12(a) of the act, which stated that 
the tax was a levy on the consumer, and 
the dealer was an agent of the state for 
the purpose of collection, the supreme court 
construed the act as a whole and found 
that a taxpayer and does not 
act for the state as an agent to collect taxes, 
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dealer is a 





and reversed the decision of the lower court. 
To support its reversal the court reasoned 
that “ from a review of the whole act, 
we are of the opinion that it was the intent 
and purpose of the Legislature to levy the 
tax against the dealer. The levy of the tax 
is against him and the responsibility of col- 
lecting the tax on each sale from the pur- 
chaser and remitting to the Commissioner 
is solely upon him. The Act specifi- 
cally declares the relationship between the 
dealer and purchaser as that of debtor and 
creditor, The dealer’s relationship to 
the State is that of a taxpayer. “i 

It was the opinion of the North Carolina 
Attorney General that unless specifically ex 
empted, book sales or rentals by the Uni- 
versity of North Carolina’s bookshop are 
subject to sales tax (Opinion, June 12, 1958). 

The North Carolina Department of Reve- 
nue has issued new regulations effecting the 
last complete sales and use tax law revision 
Two of importance are Rule 21, which now 
specifically states that dietary supplements, 
remedies, vaccines and medications are sub- 
ject to tax, except when sold to or by veteri 
narians, and Rule 41, which has expanded 
the definition of “production” to include the 
work of experimentation and research per- 
formed by a manufacturer on his products. 
Sales of fuel to manufacturing industries 
and plants for use in their operations are 
exempt from tax. The regulations are effec 
tive retroactively to July 1, 1957. 

In Florida, sales of motor vehicles by gov- 
ernmental units and agencies are taxable at 
1 per cent, and no title may be issued by 
the motor vehicle commissioner on any such 
vehicle sold in the state until the tax has 
been paid, under a 1958 revision of the 
Florida supplemental sales and use tax rules 
Barbecue lovers will be happy to know that 
charcoal has been deemed a fuel and will 
be exempt, but charcoal lighter fluid and 
other lighter fluids will be taxable. Subdi 
vision owners and developers who purchase 
material for use in the construction of 
streets, roads, water systems, sewers and 
similar property which they will 
quently transfer to a municipality or other 
governmental unit will be taxed. 


subse 


Western States 


Property taxes.—A New Mexico property 
tax assessment against a lessee’s interest in 
land owned by the United States has been 
upheld by the New Mexico Supreme Court 
in Kirtland Heights, Inc. v. Board of County 
Commissioners of Bernalillo County, 3 svc 
{ 250-482 (1957). 
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The lessee built a military housing proj- 
ect on land leased from the United States; 
the lease providing that upon termination 
all improvements upon the land shall remain 
the property of the lessor. The lessee filed 
suit to declare that its property was exempt 
from an ad valorem tax by the state and 
the lower court held that such was exempt 
so long as the property was owned by the 
United States. Later the county commis- 
sioner moved to vacate that portion of the 
judgment which exempts the property from 
assessment, such motion being denied. 


The state supreme court reversed the 
lower court, relying on constructions of the 
Military Leasing Act and the National 
Housing Act, and the decision in Offutt 
Housing Company v. Sarpy County, 351 U.S 
253. Sarpy curtailed the doctrine of sovet 
eign immunity and allowed a lessee’s inter- 
est to be taxed. The court stated: “Congress 
thus having explicitly removed the bar of 
sovereign immunity as it applied to prop- 
erty belonging to the United States, the 
immunity granted the Federal Government 
by Article VIII, Section 3 and Article X XI, 
Section 2, New Mexico Constitution, clearly 
is not available to appellee. It is his interest 
that is subject to taxation All prop 
erty, real, personal and intangible, is subject 
to taxation, unless specifically exempted.” 


A New Mexico qualified veteran is en- 
titled to a full $2,000 exemption when he 
owns property under a joint tenancy ar- 
rangement, and the exemption is not an 
exemption on property but is personal to 
the individual qualifying (Opinion of the 
Attorney General, April 2, 1958) 

Personal property located off a military 
reservation in H’yoming, but owned and 
used by an individual stationed in the state 
member of the armed 
United States is not taxable under the per 
sonal property tax laws (Opinion of the 
Attorney General, April 21, 1958). 


asa forces of the 


Sales and gross receipts taxes.—!' ‘s the 
opinion of the New Mexico Attorney General 
that both prime contractors and subcontrac 
tors are subject to sales tax on the gross 
receipts they derive from contracts pet 
formed for an agency of the United States 
located on property, the jurisdiction of which 
has been ceded to the United States (Opin 
ion, April 4, 1958). The New Mexico Attor 
ney General has held that purchases 
made for the New Mexico National Guard 
by the United States Property and Fiscal 
Officer subject to tax, but not 
gasoline that is purchased for and used by 
the guard (Opinion, June 20, 1958). 
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BOOKS 


This month's reviews of books of interest to tax men are on 


the major income tax act of 1958 and modern antitrust law. 


New Law Explained 


1958’s Major Income Tax Act—Law- and 
Explanation. CCH Products Company, 4025 
West Peterson Avenue, Chicago 46, Illinois. 
1958. 128 pages. $1.50. 


“Technical 
1958” and the “Small 
Act of 1958,” both 
of which combined in a single act 
The act cuts across returns of all kinds- 
individual, corporate, estate and gift—and 
merits the close attention of tax men handling 
diversified tax problems. 

his book explains the act's principal 
provisions, and contains tables of effective 
dates and a quick-finding topical index. 


Here is the full text of the 
Amendments Act of 
Business Tax Revision 
were 


Threat to Hospitals’ Tax Status 


Doctors’ Offices in Hospital-Financed Build 
ings. Foundation for Management Research, 
Inc., 121 West Adams Street, 
Illinois. 1958. 40 pages. 


Chicago 3, 


Nonprofit hospitals are jeopardizing their 
tax-exempt status and the tax deductibility 
of donations by engaging in commercial en- 
terprises for profit, according to this report 


The tax situation aroused great concern 
in the report, which said that 16 per cent 
of the nation’s nonprofit hospitals now sub 
sidize offices and equipment for the private 
practices of some senior physicians 


Among the cities in which this practice 
has gained a foothold in some hospitals are 
Boston; Bristol, Tennessee; Chicago; Denver ; 
Evanston, Illinois; Fargo, North Dakota; 
Fremont, Ohio; Hanover, New Hampshire; 
Hartford, Connecticut; Houston; Kalama- 
zoo, Michigan; Los Angeles; Little Rock, 
Arkansas; Memphis; Milwaukee; Philadel- 
phia; Pittsburgh; Princeton, New Jersey; 
and St. Louis. 


“Rents are usually nominal, and these 


physicians are thus enabled to utilize pub- 


Books 


licly endowed facilities for private gain 
This violates local property exemptions and 
the Internal Revenue Code,” the study said. 


In addition to medical office buildings 
being financed by hospitals for the private 
benefit of a few senior physicians, the founda- 
tion found that hospitals were 
expanding into restaurants, drug stores, sur- 
gical supply stores, florist shops and other 
businesses “all open to the public at large, 
and competing with private trade.” 


also some 


“This tendency to engage in commercial 
enterprises, not for the benefit of patients 
but primarily to earn a profit, is slowly un- 
tax-exempt 
profit hospitals.” 


dermining the status of non- 


Should hospitals lose their local or fed- 
eral tax exemptions, donors stand to 
heavily 


’ 

lose 
because would 
nondeductible 


nternal Revenue Service. 
Int 1R S 


their contributions 
automatically be ruled to be 
by the 


Following Du Pont Decision 


Modern American Antitrust Law. Heinrich 
Kronstein, John T. Miller, Jr., and Ivo E 
Schwartz. Oceana Publications, 80 Fourth 
Avenue, New York 3, New York. 1958 


319 pages. $7.50 


We have carried in this magazine a 
number of articles dealing with the tax 
problems of the American business which 
abroad. Closely allied to the tax 
subject, of course, is knowledge of the work- 
ings of the American antitrust law and its 
foreign application. So for that law office, 
this new book is of interest. 


goes 


The subjects covered include trade and 
interstate commerce, monopoly and oligopoly, 
mergers and acquisitions, exclusive dealing, 
price discrimination, resale-price maintenance 
and “fair trade,” the Federal Trade Com- 
mission, equity, criminal and damage suits, 
regulated industries and the antitrust laws, 
and restraints in international trade 
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| BREACH-OF-CONTRACT DAMAGES—Continued from page 621 


would seem to indicate that the amount 
representing damages need not exclusively 
be damages from breach of contract or 
breach of fiduciary duty. The legislative 
history, however, states: 

“Subsection (c) limits the application of 
subsection (a) to amounts of $3,000 or more 
received or accrued in a taxable year, which 
result from a award for 
contract or (Italics 


breach of 
supplied.) 


single 
duty.” “ 


Relief Available Under Section 1305 


The factors outlined above constitute the 
tests that must be met before Section 1305 
can be employed. Now, assuming the tax- 
payer can qualify, how does the section 
operate? The proposed regulations describe 
the general approach taken by Sections 1301 
through 1305 as follows: 


these sections generally treat the 

having been included in 
income ratably over the years (preceding 
receipt or accrual) in which it was earned 
However, these sections have no effect on 
the income tax liability for prior taxable 
years; they simply provide a special method 
of computing the amount of tax for the 
year of receipt or accrual.” “ 


income as gross 


Thus, in determining the proper tax at 
tributable to the award, the taxpayer is 
required to make two computations: on 
based on the tax that would result if the 
income had been received in the appropriate 
earlier year; the other computation assum- 
ing the income all was received in the 
taxable year.” The tax to be paid for the 
taxable year is based on the computation 
which results in the lower tax. While 
amended returns for earlier years are not 
required in the routine operation of Sec- 
tion 1305, the income in a proper case 
is treated as being thrown back and included 
in the earlier return. The adjusted tax 
burden is payable with the return for the 
taxable year, and apparently without any 
adjustment for the fact that the government 
did not have the use of the tax dollars 
between the year the income would have 
been taxable and the year in which the tax 
is to be paid. 


*® Report cited at footnote 10. 

* Regs. Sec. 1.1301-1. 

*§ Report cited at footnote 10. 

* Report cited at footnote 10. In Guy C. 
Mvers, CCH Dec. 16,930, 12 TC 648, acq., 1949-2 
CB 3, the taxpayer was permitted to “‘‘elect’’ 
to throw back income from one employment and 
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It is well to note that this section does 
not set up a situation in which the tax 
payer must elect to take the benefits of 
Section 1305. There is merely one way to 
correctly compute tax under this section— 
that way being the way that results in the 
lower tax.” 

In considering the character of reliet 
available under Section 1305, we should 
determine what income is thrown back, to 
what year the income will be credited, what 
effect this throwback will have on deduc 
tions for the years to which the income is 
“carried,” and how that income is arrived 
at in relation to costs to collect 
that income 


necessary 


What income is thrown back?—The an 
answer is: that amount which would have 
been received or accrued by the taxpayer in 
a prior taxable year or 
breach of contract or the breach of fiduciary 
duty or relationship. Earlier it 
tioned that the word “amount” 
considered as an amount of 
rather than an amount of 
ticular property. This observation is impor 
tant here, for if the word “amount” referred 
to specific money or property, Section 1305 
would be rendered nugatory; seldom, if 
ever, would a taxpayer get the same par 
ticular dollars through damages that he 
would through normal operations Sy the 
exceptionally broad terminology used in 
Section 1305, it is apparent that the drafters 
meant that this should utilize this 
concept of the word “amount” in 
determining what income is to be thrown 
back. Consequently, damages received ot 
accrued should qualify for relief whether 
they purport to compensate for lost profits, 
rent, interest or some other form of income 
which is taxable, and further they should 
qualify whether or not the damages are 
payable by the particular party who would 
have provided the taxable income but fot 
the breach of obligation 


years but for the 


Was 
should be 
taxable income 


men 


money or pat 


section 


broader 


\ establishes a retail store, 
and B contracts to supply A with inventory 
but fails to meet his contractual obligation 
Under the wording of Section 1305 it seems 


report currently on other employments; the case 
indicates, however, that the taxpayer makes no 
election by filing his return The language of 
1939 Code Sec. 107, under which the Myers case 
was decided, and Sec. 1305 appear to be analo- 
gous in this particular. 


Thus, suppose 
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irrelevant that damages (which otherwise 
meet the requirements of Section 1305) are 
determined on the basis of lost profits, rent 
or interest on invested capital, or that the 
income is received from B rather than from 
\’s customers. 


To what year will the income be “carried”? 
—The answer is: to the taxable years in 
which the income would have been received 
or accrued but for the breach of contract or 
duty. Compare this rule with that existing 
under Sections 1301 and 1302 where there 
is no requirement that amounts would have 
been received over the throwback period 
Thus, if an attorney qualifies for spread- 
under Section 1301, it is immaterial 
that his contract provides that his fee shall 
be payable during the year of actual receipt; 
throwback nevertheless may be available 
However, if the 
Section 1305 on an 
income be spread-back 


back 


attorney qualifies unde 


identical contract, no 
may since no m 
come would have been received in an earlier 
but for the contract. Con 
sidering another the pro 


blem, the committee report states 


“The 


taxable 


year breach of 


aspect of same 


allocation of these amounts to prior 


vears is to be determined upon the 


t 


facts of each case and, of course, need not 


be a pro rata allocation.” * 

Compare this rule with the throwback 
allocations in Sections 1301, 1302 and 1304 
Sections 1301 and 1304 allocate the income 


as though received in equal portions in each 


of the calendar months (including those ol 
the taxable year) which fall within the produc 
tive period preceding the receipt or accrual; “ 
Section 1302 allocates in the manne! 
as Sections 1301 and 1304 except for the 
limits of 36 months for artistic works and 
60 months for inventions.” It is true that 
a ratable will minimize tax 
where income remains relatively constant; 
where 


same 


apportionment 


however, it is also true that income 
fluctuates, an allocation of income based on 
the “facts of may in some in 
stances tend to the 
vears and permit the relatively high income 


Where 


this situation occurs, throwback on the basis 


Ca h Case 


increase low income 


vears to avoid a further burden. 


of “the facts of the case” will minimize the 


total tax 

Section 1306 contains additional rules relat 
ing to allocations for fractional parts of a 
month and for allocations in circumstances 

* Report cited at footnote 10 

* Regs. 1.1301-2(c). 

* Regs. Sec. 1.1302-1(c) (2) 

% 1954 Code Sec. 1306(a). 

51 1954 Code Sec. 1306(c). 


Breach-of-Contract Damages 


where income-splitting between husband and 
wife is not available.” 


What effect will the throwback have on 
deductions for the years to which the in- 
come is “carried” ?—The practitioner should 
note that any item which depends upon the 
amount of income, adjusted gross 
income or taxable income must be recom- 
puted to take into consideration the amount 
of income allocated to or for such year. 
Thus, a charitable deduction may be in- 
and a medical deduction may be 
reduced. Further, amounts of an operating 
loss carry-back or carry-over or of a capital 
loss carry-over must be taken into account.” 


gross 


creased 


hus, under the proposed regulations, a re 
computation must be made for any taxable 
year to amount ot 
is allocated but which is affected by a net 
carry-over or 


which no compensation 
operating loss carry-back or 
by a capital loss carry-over, determined by 
reference to a taxable year to which amounts 
are spread back and in which the net operat- 
ing loss carry-back or carry-over or capital 
loss carry-over is reduced or increased by 
the amounts of income thrown back. For 
example, suppose in 1952 a taxpayer suffers 
operating and back a 
$2,000 loss to 1951; later under Section 1305 
he allocates enough income to 1952 to de 

the carry-back 


1951 must be 


a net loss carries 


stroy the net operating loss: 
is destroyed and the tax for 


recomputed. 

If an individual once uses Sections 1301 
through 1305 in adjusting income for a par- 
ticular taxable year, he must consider, in a 
later application of Sections 1301 through 
1305, the fact that he has previously spread 
back income to that year.’ : 

Even though income for a particular tax 
vear is modified by a throwback, the tax 
on self-employment income is, by statute, 
not affected by the operation of Sections 
1301 through 1305." 


What is thrown back? 
problem has to do 
the litigation or collection 
pose, for example, a taxpayer collects a 
judgment of $20,000 in the current vear, all 
trom 


One aspect of this 
deduction of 
Sup- 


with the 


costs ot 


f 
loss of 


of which income 
profits or other taxable income. Incident to 
the realization on this judgment, the tax 
payer expends $5,000 in attorneys’ fees and 
other costs, all in the year of collection 
Is the net recovery of $15,000 thrown back, 


back $20,000 


represents 


or does the ‘taxpayer throw 


%2 Section 1301 of the 1954 Code is analogous 
in this respect: see Regs Sec. 1.1301-2(d) (2) 

58 Section 1301 of the 1954 Code is analogous 
in this respect: see Regs. Sec. 1.1301-2(d)(4). 

* 1954 Code Sec. 1306(b). 
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and take a deduction of $5,000 for the cur- 


rent year? 


One analogy which might yet be helpful 
is that of a person, not a dealer, who makes 
a sale of property. Expenses of sale, com- 
missions and the like, in this situation, are 
regarded as “capital items’ which are de- 
ducted from the amount received in deter- 
mining gain or loss; these expenses cannot 
be taken as business expenses in the year 
incurred.” In 1945, in considering the prob- 
lem of whether commissions and other ex- 
penses attributable to royalties from a literary 
composition should be thrown back, the 
Commissioner concluded that since the com- 
missions and expenses “were dependent upon 
the amount of such royalties,” they should 
be treated as if paid ratably over the period 
to which the income was credited.” Ap- 
parently the thought here was that so long 
as the expense incurred was a stated per- 
the income, then the 
back of expense was to be allowed. 


In 1951, case involving 
throwback of back pay under Section 107 
of the 1939 Code, the Commissioner argued 
that the amount expended for attorneys’ 
fees should be thrown back over the same 
period as was the income. The petitioner 
wanted the deduction in 1945, the year of 
payment. The Tax Court held for the tax- 
payer and said 


“To limit 


centage , of spread- 


however, in a 


section 107 to 
amounts expenses connected 
with not a function for the 
Court, but rather is a task for the Congress 
if that is the result which they wish.” ” 


applicati nm of 
received less 


collection is 


This language was later quoted and relied 
on by the Tax Court.* The same rule was 
applied against the taxpayer in the Cotnam 
case with highly unfortunate results from 
the taxpayer’s standpoint. There the tax- 
payer found herself spreading back the total 
gross income which she recovered on account 
of a particular claim, but since she had 
relatively nominal income in the year her 
attorneys’ fees were paid, she was in effect 
deprived of the benefit of her cost of col- 
lection.” This is now on appeal to 
the Fifth Circuit 


case 


The Tax Court cases now appear unanim- 
ously to adopt the rule, under sections 
analogous to Section 1305, that expenses 

ss See, for example, Spreckels v. Helvering, 
42-1 ustc § 9345, 315 U. S. 626, 62 S. Ct. 777, 86 
L. Ed. 1073. 

86 J. T. 3773, 1945 CB 151. 

5t Weldon D. Smith, CCH Dec. 18,453, 17 TC 
135, 144 (1951), rev'd on another issue, 53-1 ust 
§ 9317, 203 F. (2d) 310 (CA-2). 
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of collection are deductible when paid and 
that they are not properly deducted from 
the gross amount received. However, it is 
well to consider that no circuit court case 
at this time has considered whether or not 
this approach is a proper one. 

This article attempts to deal primarily 
with the spread-back of income and the 
determination of what is income to be spread- 
back. Nevertheless, reference is made here 
in passing to the provisions of Section 1305 
(b) which permit the taxpayer to take and 
spread back certain deductions previously 
held not allowable.” 


Conclusion 


Some amounts received on account of 
damages for breach of contract are taxable; 
in the absence of statute, these damages are 
taxable in the year of receipt or accrual. 
Section 1305 is intended to give the tax 
payer relief from the bunching of income 
that may result in this situation. The sec- 
tion, while occupying only a few lines, is 
one that should be carefully read before it 
is applied in any specific factual situation 
Section 1305 does not apply when any one 
of Sections 1301 through 1304 is available 
A taxpayer may be able to avoid the appli- 
cation of these other sections through care- 
ful tax planning. Such avoidance will be 
desirable where an allocation, based on the 
“inclusion when earned” approach, results in 
a lower tax burden than that which would 
arise under a “pro-rata throwback” of an- 
other section. Section 1305 contains several 
limitations on the scope of its available use. 
If the found to be available, 
however, the practitioner should considet 
among other factors, the income to be 
spread back, the year to which the income 
will be credited, the treatment of expenses 
involved in securing the award and the effect 
of increased income on the earlier years’ 
deductions. While a judgment or decree is 
required for the application of this section, 
the judgment or decree may be entered by 
consent. A judgment which reviews the 
decisions of the court as to the type of 
income received and the period for which 
compensation is being made should be of 
considerable use to the taxpayer in estab- 
lishing his right to relief under this section. 


[The End] 


section is 


* Charles Spicer, CCH Dec. 20,328(M), 13 TC 
452 (1954). 

%” Rthel W. Cotnam, CCH Dec. 22,520, 28 TC 
941 (1957). 

” Report cited at footnote 10; Parr v. Scofield, 
cited at footnote 9. 
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